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Preface 


This  paper  is  the  third  of  a  four  part  series  on  alternative  strategies 
for  controlling  the  costs  of  state  Medicaid  programs.     These  papers  were 
funded  by  the  National  Center  for  Health  Services  Research  as  part  of  a  larger 
effort  to  analyze  the  effect  the  1974-1975  recession  had  on  the  states'  ability 
to  finance  health  services  for  the  poor.     The  Medicaid  Cost  Containment  Series 
is  a  systematic  examination  of  (1)  state  options  which  are  permitted  by  federal 
regulations  and  (2)  state  options  which  would  improve  the  efficiency  and 
effectiveness  of  the  program.     These  alternatives  do  not  necessarily  overlap. 
Indeed,  federal  regulations  often  preclude  rational  state  behavior.  Therefore, 
we  set  forth  the  cost  containment  issues  and  options  regarding  Medicaid 
eligibility,  benefits,  provider  reimbursement  and  utilization  controls.  We 
then  address  possible  changes  in  federal  regulations  and  financing  mechanisms 
which  might  improve  state  management  of  Medicaid. 

The  first  chapter  of  this  paper  provides  an  analysis  of  existing  systems 
for  reimbursing  physicians,  focusing  both  on  administrative  difficulties  of 
implementing  alternative  systems  and  on  incentive  effects  generated  by  them. 
Options  and  implications  of  controlling  costs  under  alternative  systems  are 
discussed.     The  two  main  physician  reimbursement  systems  used  by  state  Medicaid 
programs  are  customary  and  prevailing  charge  reimbursement  and  fee  schedules. 
The  former  was  designed  as  a  procedure  for  setting  the  physicians'  maximum  per- 
missible charge  by  limiting  reimbursements  to  the  lowest  of  the  physicians' 
actual  charge,  his/her  median  charge  in  a  recent  prior  period,  or  the  75th 
percentile  of  charges  in  that  same  period  by  physicians  in  the  same  specialty 
and  geographic  area. 
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Options  available  to  the  states  include  placing  limits  on  the  rate  of 
increase  of  reasonable  charge  screens,  defining  prevailing  charges  as  a  lower 
percentile  than  the  75th,  failing  to  update  physician  profiles,  freezing  fee 
schedules,  etc.     The  effectiveness  of  such  options  are  clearly  dependent  on 
provider  response.     Controls  on  fees  may  result  in  reduced  participation  in 
the  program  or  an  increase  in  physician-induced  demand  for  services.  There 
will  be  no  savings  to  state  Medicaid  programs  if  fees  are  reduced  but  physicians 
"create  demand"  and  provide  more  services  to  maintain  incomes  or  if  hospital 
outpatient  or  clinic  visits  increase  as  physician  participation  declines.  The 
limited  available  evidence  suggests  that  controls  on  fees  where  reimbursement 
levels  are  very  high  will  reduce  expenditures  on  services  in  Medicaid. 
Ironically,  increases  in  physician  fees,  where  reimbursement  levels  are  very 
low,  may  reduce  Medicaid  costs  by  increasing  physician  participation,  minimizing 
incentives  for  provision  of  unnecessary  services  and  substituting  private  phy- 
sician care  for  costly  use  of  hospital  inpatient  and  outpatient  services. 
Strategies  for  limiting  demand  creation  and  alternatives  to  f ee-f or-service 
reimbursement  are  also  addressed. 

The  second  chapter,  Hospital  Reimbursement,  addresses  a  variety  of  problems 
in  the  payment  of  hospitals.     Perhaps  the  most  frustrating  obstacle  facing 
state  program  managers  and  legislators  is  their  inability  to  alter  the  costly, 
inflationary  and  unreasonable  hospital  payment  system  which  funnels  30  percent 
of  Medicaid's  total  outlays  into  hospitals. 

Medicaid  is  required  to  utilize  the  Medicare  method  of  paying  hospitals, 
a  system  entitles  "reasonable  cost"  reimbursement.     In  operational  terms, 
"reasonable  costs"  are  determined  by  auditing  a  hospital's  books,  identifying 
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that  fraction  of  total  charges  which  are  Medicaid  charges,  and  multiplying 
that  fraction  times  the  total  cost  of  operating  the  hospital.  Unfortunately, 
reasonable  cost  reimbursement  provides  no  incentives  for  cost-minimization 
and  has  thereby  contributed  significantly  to  the  extraordinary  inflationary 
trend  of  hospital  prices  and  costs  experienced  over  the  past  ten  years. 

The  paper  suggests  several  potentially  attractive  cost  control  options: 
a  uniform  fee  schedule,  a  variable  fee  schedule  (dependent  upon  whether  the 
hospital  was  a  primary,  secondary  or  tertiary  care  institution),  inclusive 
rate  setting,  a  fixed  budget  for  all  hospitals  or  cost-based  reimbursement 
to  a  limited  number  of  high  volume  Medicaid  hospitals  (i.e.,  the  state  would 
accept  a  few  hospitals  as  participating  and  concentrate  all  of  its  monitoring 
efforts  in  those  hospitals.     Non-participating  hospitals  would  be  reimbursed 
for  emergencies  only) .     Without  controlling  all  of  the  hospital  reimbursements 
(e.g.,  Medicare,  Blue  Cross,  commercial  carriers,  etc.)  the  most  promising 
approach  for  Medicaid  programs  is  the  last:     cost  based  payment  to  limited 
number  of  high  volume  hospitals.     On  the  other  hand,  if  payments  could  be 
unified  under  a  single  payer,  the  fixed  budget  method  would  probably  serve 
as  the  most  effective  means  for  curtailing  hospital  costs  while  preserving 
access  for  the  poor. 

The  third  chapter,  Long  Term  Care  Facility  Reimbursement,  addresses  a 
wide  range  of  issues  in  the  payment  of  long-term  care  facilities.     The  paper 
argues  that  systems  of  reimbursement  can  be  logically  divided  into  those  which 
relate  payment  rates  to  the  costs  of  the  specific  facility  and  those  where 
reimbursement  levels  are  independent  of  the  cost  of  the  facility.     A  classifica- 
tion system  is  developed  and  present  reimbursement  methods  are  analyzed  in 
light  of  it.     The  paper  systematically  addresses  the  incentives  inherent  in 
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alternative  systems  for  control  of  costs  and  the  assurance  of  quality  and 
availability  of  an  adequate  supply  of  beds.     The  implications  of  more  specific 
issues  such  as  adjustment  of  reimbursement  rates  for  limits  on  various  inputs 
and  profit,  provision  of  higher  quality  care,  degree  of  patient  impairment 
and  size  of  facility  are  also  addressed. 

The  first  major  argument  of  the  paper  is  that  in  comparing  alternative 
approaches  to  the  reimbursement  of  long-term  care  facilities,  no  one  approach 
dominates  all  others.     Thus,  a  system  which  is  superior  with  respect  to  one 
objective,  say  cost-control,  will  be  found  deficient  in  comparison  to  some 
other  approach  when  judged  by  some  other  objective  such  as  availability, 
administrative  cost,  stimulation  of  quality,  flexibility  and/or  equity. 

Second,  the  influence  of  reimbursement  arrangements  on  facility  performance 
is  limited  and  may  be  offset  or  intensified  by  other  public  policy  or  market 
forces.     Third,  although  the  direction  of  a  reimbursement  system's  incentives 
with  respect  to  various  objectives  can,  as  here,  usually  be  identified 
deductively,  measurement  of  the  magnitude  of  positive  or  negative  influence 
requires  empirical  research.     The  existing  body  of  empirical  studies  further- 
more is  sparse  and  will  not  support  strong  assertions  about  the  tradeoff  magnitudes 
confronted  when  shifting  to  another  system  from  one  which  is  deficient  in  one 
respect,  say  quality,  and  superior  with  respect  to  other  objectives. 

The  paper  concludes  that  facility  independent  systems  are  in  general 
superior  because  of  greater  incentives  for  efficiency.     That  is,  when  cost 
containment  is  the  most  important  objective  of  the  system,  some  form  of 
facility-independent  system  should  be  employed.     It  is  argued,  however,  that 
given  the  current  state  of  knowledge,  federal  policy  should  not  restrict  states 
to  a  narrow  group  of  reimbursement  alternatives.     Rather,  it  suggests  that 
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federal  policy  proscribe  certain  practices,  encourages  or  require  more  competent 
administration,  while  leaving  states  considerable  freedom  in  the  selection  of 
basic  reimbursement  options. 

The  fourth  chapter  "HMO  Regulation  and  Reimbursement"  provides  an  analysis 
of  Medicaid  policy  with  respect  to  Health  Maintenance  Organizations   (HMOs) . 
In  1971,  the  Nixon  Administration  formally  presented  HMOs  as  an  alternative 
to  f ee-f or-service  reimbursement.     HMOs  are  defined  as  organizations  which 
provide  comprehensive  health  services  to  voluntarily  enrolled  members  in 
return  for  fixed  price  contracts  (i.e.,  a  prepaid  "premium"  or  capitation  rate). 
Proponents  argued  that  HMOs  would  integrate  medical  services,  extend  preventive 
care  to  its  members,   introduce  competition,  contain  costs  and  introduce  greater 
efficiency,  responsiveness  and  organizational  innovation  into  the  medical  market- 
place. 

HMOs  have  not  only  been  an  organizational  approach,  they  have  also  been 
a  political  strategy.     As  such  they  have  been  subject  to  the  embellishments 
and  rhetoric  which  normally  occupy  the  political  arena.    In  the  case  of  HMOs, 
however,  the  rhetoric  has  been  too  successful  and  the  embellishments  too 
plausible.     States  which  have  latched  onto  HMOs  as  a  Medicaid  cure-all  have 
often  uncritically  accepted  the  HMO  superiority  assumption.     This  assumption 
states  that  once  Medicaid  enrolls  clients  in  an  HMO,  then  those  clients  will 
receive  all  the  necessary  care  they  need  (including  preventive  medicine)  as 
inexpensively  as  possible.     It  assumes  that  this  is  an  intrinsic  characteristic 
of  HMOs  and,  therefore,  state  monitoring  is  unnecessary.     Reimbursement  issues — 
the  setting  of  the  capitation  rate — become  the  most  important  aspect  of  state 
involvement.     The  primary  concern  here  is  that  the  rate  does  not  exceed  the 
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f ee-f or-service  experience.     If  it  does  not,  that  is,  if  the  state  can 
demonstrate  a  "savings"   (compared  to  f ee-f or-service) ,  the  HMO  program  is 
considered  a  success. 

The  problem  is  that  recent  Medicaid  experience  has  shown  that  such  "success" 
is  tempered  by  unethical  HMO  marketing  practices,   the  under-provision  of 
services,  the  HMO's  disenrollment  of  recipients  and  excessive  HMO  administrative 
costs.     This  has  resulted  from  a  lack  of  state  administration  and  the  fact 
that  many  HMOs  participating  in  Medicaid  have  a  membership  consisting  primarily 
of  welfare  recipients.     For  a  variety  of  reasons  these  Medicaid  HMOs  will  not 
approximate  the  desired  theoretical  behavior  of  HMOs.     The  peculiar  nature  of 
Medicaid-HMO  further  required  that  the  states  must  first  address  the  issues 
of  HMO  marketing,  the  utilization  of  services,  disenrollment  of  enrollees  and 
grievance  procedures.     Only  after  that  is  done  can  reimbursement  alternatives 
be  evaluated  and  selected. 
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CHAPTER  I 
PHYSICIAN  REIMBURSEMENT 

A.  Introduction 

Choosing  a  method  of  reimbursing  physician's  services  is  a  critical 
decision  for  Medicaid  administrators.     Payments  to  physicians  account  for 
7  to  14  percent  of  program  costs."'"    Moreover,  physicians  play  a  critical 
role  in  determining  use  of  many  other  services.     The  ideal  reimbursement 
system  should  simultaneously  insure  an  adequate  supply  of  services, 
encourage  efficient  behavior  and  restrain  costs.     Achieving  all  of  these 
objectives  has  proved  very  difficult  for  the  states.     Nevertheless,  the 
attractiveness  of  limitations  on  physician  requirements  is  clear  from  the 
number  of     states  which  reduced  fees  during  the  recent  period  of  fiscal 
s  train . 

For  example,   in  1975,  Michigan  reduced  reasonable  charge  screens  by 
11  percent  and  Wisconsin  froze  reasonable  charge  screens  at  the  December 
1974  level.     New  Jersey  and  Connecticut  reduced  their  fee  schedule  conver- 
sion factors  by  10  percent.     Massachusetts  reduced  its  fee  schedule 
conversion  factors  by  30  percent  despite  failure  to  increase  the  conver- 
sion factor  since  fiscal  year  1972  and  a  recommendation  for  a  25  percent 
increase  by  the  state  rate  setting  commission.     Georgia  reduced  all  reim- 
bursements to  physicians  by  5  percent.     Florida  reduced  fees  for  several 
services  including  office  visits,  hospital  inpatient  visits,  nursing  home 
visits,   consultations,   eye  examinations  and  imposed  a  maximum  annual 
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reimbursement  of  $312  on  psychiatric  services.     Tennessee  proposed,  but 
never  implemented,  reductions  in  customary  charge  screens  to  90  percent 
of  the  75th  percentile  of  Medicare  charges.     Several  other  states  (e.g., 
New  York,  California,  Maryland  and  Virginia)  made  no  reductions  but  did 
not  increase  allowable  charges.     Each  of  these  states  argued  that  fees 
were  already  too  low  and  any  reductions  would  further  alienate  physicians. 

There  are  several  options  available  to  states  which  wish  to  reduce 
payments  to  physicians.     We  will  begin  by  briefly  describing  existing 
reimbursement  systems  used  by  Medicare  and  by  state  Medicaid  programs  and 
then  examine  alternative  options  within  each.     We  limit  our  discussion  in 
this  paper  primarily  to  f ee-f or-service  reimbursements,   the  dominant  form 
of  payment  in  Medicaid. 

B.,      Current  Payment  Methods 

1.    Usual,  Customary  and  Reasonable  Charges 

Under  Medicare,   there  was  concern  first,   that  beneficiaries  of  the 
program  have  access  to  care  equivalent  to  the  access  achieved  by  other 
members  of  society  and  second,  that  the  program  not  reimburse  physicians 
at  rates  in  excess  of  those  paid  by  other  patients.     Both  concerns  dictated 
that  reimbursement  be  directly  linked  to  rates  paid  by  patients  generally. 
Medicare  reimbursements  to  physicians  have  been  made  on  the  basis  of 
"usual,  customary  and  reasonable  charges"   (UCR)  which  limit  reimbursements 
to  the  lowest  of:     a  physician's  actual  charge,  his  median  charge  in  a 
recent  prior  period  (the  usual  charge),  or  the  75th  percentile  of  charges 
in  that  same  period  by  physicians  in  the  same  specialty  and  geographic  area 
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(the  customary  charge).       In  general,   the  reasonable  charge  is  defined  as 
the  lowest  of  the  actual,  usual  or  customary  charges.     The  principal  advan- 
tages of  UCR  reimbursement  are  its  acceptability  to  physicians  and  its 
flexibility.     It  virtually  insures  generous  reimbursement  over  the  long 
run  and  guarantees  that  fees  will  increase  at  acceptable  (to  physicians) 
rates.     The  system  is  flexible  in  permitting  rate  differences  among  physi- 
cians which  may  be  valid  on  the  basis  of  quality  and  scope  of  service. 
The  system  also  permits  relatively  rapid  adjustments  to  changes  in  content 
of  procedures  and  to  technological  change.     Unfortunately,   this  form  of 
reimbursement  contains  no  obvious  incentive  for  physicians  to  be  efficient 
in  the  organization  of  their  practices  and  in  the  choices  of  ancillary 
services.     In  addition,  Medicare's  reasonable  charge  reimbursement  arrange- 
ments have  permitted  physicians'   charges  to  rapidly  increase  and  thereby 
have  contributed  to  a  rapid  growth  in  medical  care  prices. 

Unfortunately,  many  state  Medicaid  programs  have  chosen  to  reimburse 
physicians  in  the  same  manner  as  Medicare.     This  has  happened,   in  part, 
because  fees  paid  by  Medicaid  programs  must  be  within  Medicare  screens  and, 
in  part,  because  many  states  have  employed  the  Medicare  carrier  to  process 
claims  and  pay  physicians.     As  a  result,   it  has  been  convenient  to  use  the 
same  system.     The  general  principles  in  the  Medicaid  regulations  require 
that  all  Medicaid  physician  reimbursement  systems  must  operate  within  the 
following  administrative  structure: 

(1)     State  Medicaid  agencies  must  provide  that  fee  structures 
will  be  established  that  are  designed  to  enlist  partici- 
pation of  a  sufficient  number  of  providers  of  services 
in  the  program  so  that  eligible  persons  can  receive  the 
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medical  care  and  services  in  the  (State)  plan  at  least 
to  the  extent  that  these  are  available  to  the  general 
population. 

(2)  Participation  in  the  program  is  generally  limited  to 
providers  of  service  who  accept,  as  payment  in  full, 
the  amounts  paid  in  accordance  with  the  fee  structures.^ 

From  the  states'  perspective  these  guidelines  would  have  been  more 
than  sufficient.     They  would  have  permitted  and  encouraged  experimentation 
by  the  states  while,  at  the  same  time,  allowing  those  states  unable  to 
develop  their  own  systems  to  rely  upon  the  methods  utilized  by  their 
fiscal  intermediary  (e.g.,  Blue  Cross).     Most  importantly,   they  would  not 
have  established  a  framework  which  shifted  state  control  over  physician 
reimbursement  to  the  physician. 

From  the  federal  perspective,   on  the  other  hand,   the  principles  were 
insufficient.     They  ignored  a  federal  policy  implicit  in  Medicare  which 
entails  offering  health  care  providers  a  payment  mechanism  that  is  suffi- 
ciently lucrative  to  insure  and  maintain  program  participation.^  Further, 
the  principles  did  not  contain  what  has  historically  been  a  proxy  for 
federal  control  over  state  programs,   i.e.,  overspecif ication  of  procedures. 

Both  of  these  federal  "shortcomings"  were  addressed  in  the  regulations 
governing  physician  reimbursements.     Specifically,  payment  to  the  individ- 
ual physician  is  limited  to  the  lowest  of: 

(1)  His  actual  charge  for  service. 

(2)  His  customary  charge  (or  the  median  of  all  of  his  charges 
for  a  given  service  rendered  during  the  calendar  year 
preceding  the  current  fiscal  year) . 

(3)  The  reasonable  or  prevailing  fee  which  similar  physi- 
cians in  the  same  locality  charge  for  a  specific  service. 

(4)  The  reasonable  charge  as  recognized  under  Part  B  of 
Medicare . ^ 
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Reasonable  payment  as  defined  by  Part  B  Medicare  reimbursement  provi- 
sions imposes  five  more  limitations  upon  Medicaid  payments;   tbat  is, 
Medicaid  could  not  reimburse  in  excess  of: 

(1)  The  price  paid  to  physicians  by  the  Medicare  carrier 
(e.g.,  Blue  Shield)  for  non-Medicare  beneficiaries  with 
comparable  coverage  for  similar  services  in  the  same 
locality  (the  comparable  circumstance  limitation). 

(2)  The  individual  physician's  actual  Medicare  charge. 

(3)  The  individual  physician's  customary  Medicare  charge. 

(4)  The  75th  percentile  of  the  range  of  weighted  customary 
Medicare  charges  provided  in  the  same  localities  recorded 
during  the  calendar  year  preceding  the  current  fiscal 
year . 

(5)  The  prevailing  reasonable  charge  as  adjusted  by  the 
Medicare  economic  index. ° 

There  are  several  noteworthy  observations  concerning  these  regula- 
tions.    First,  prior  to  Medicare  and  Medicaid,  payment  for  physician 
services  to  the  poor  was  made  either  upon  the  basis  of  a  sliding  scale 
arrangement  (wherein  the  poor  were  charged  little,   if  anything,  for  the 
physician's  service),  a  nominal  fee  schedule  set  by  the  state  or  a  local 
government  authority,  or  through  a  charitable  organization.     The  system 

set  forth  under  Title  XVIII  and  Title  XIX  was  not  only  more  generous  than 
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fee  schedules  set  by  commercial  carriers  serving  middle  class  clients,  ' 
it  also  resulted  in  a  marked  increase  in  the  average  provider's  income.^'  ^ 
And  yet,  federal  regulations  present  the  reimbursement  constraints  in  terms 
of  either  limiting  payment  to  the  lowest  of  several  screens  or  prohibiting 
payment  in  excess  of  another  assortment  of  screens.     It  is  as  if,  by 
stressing  limitations  and  describing  payment  ceilings  as  "usual,"  "custom- 
ary," or  "reasonable,"  the  federal  government  has  immediately  rendered  the 
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system  equitable  and  economical.     Experience  has  shown  to  the  contrary. 
The  only  consistent  outcome  of  UCR  systems  has  been  confusion  and  a  loss 
of  program  control.     The  central  position  of  usual  charges,   the  unreason- 
able complexity  of  the  screens  and  the  exogenous  control  over  increases  in 
fee  ceilings  all  have  had  an  undesirable  effect  on  the  Medicaid  program. 

The  administrative  complexity  of  UCR  systems  is  often  underestimated. 
Theoretically,  the  UCR  system  is  dependent  upon  the  concept  of  a  physi- 
cian's usual  charge.     The  actual  charge  is  acceptable  only  if  it  does  not 
exceed  the  usual  charge,  while  the  customary  charge  consists  of  a  compila- 
tion of  usual  charges.     Given  the  importance  of  the  concept,  it  is 
reasonable  to  assume  that  the  term  usual  charge  would  be  given  an  adminis- 
tratively feasible  definition.     In  practice  the  system  has  proven  difficult 
to  implement  because  of  the  complexity  of  the  definition. 

The  term  "usual  charge"  refers  to  the  amount  which  the 
individual  physician  usually  and  most  frequently  charges  his 
patients  for  a  specific  service  in  similar  medical  circum- 
stances ...  .Where  the  physician  charges  a  uniform  amount  to 
the  majority  of  his  patients  for  a  specific  service  the  amount 
would  be  his  customary  charge.     In  determining  whether  he 
makes  a  uniform  charge  to  the  majority  of  his  patients,  token 
charges  for  charity  patients  and  substandard  charges  for  wel- 
fare and  other  indigent  patients  as  well  as  exceptional  fees 
on  the  opposite  side  that  are  attributable  to  the  patient's 
unusual  ability  to  pay,  will  be  excluded.     If  the  variation 
in  his  charges  for  the  procedure  or  service  is  such  that  no 
one  amount  is  charged  the  majority  of  his  patients,  it  is 
necessary  to  exercise  some  judgment  in  the  establishment  of 
his  "usual"  charge.     In  making  this  judgment,  an  important 
guide,  utilized  when  a  sufficient  volume  of  data  on  the 
physician's  charges  is  available,  is  the  median  or  midpoint 
of  his  charges  excluding  token  and  substandard  charges  as  well 
as  exceptional  charges  on  the  highside.     If,  for  a  particular 
medical  procedure  or  service,  the  carrier  is  unable  to  deter- 
mine the  usual  charge  on  the  basis  of  reliable  statistical 
data,  the  carrier  may  use  an  appropriate  relative  value  scale 
to  determine  the  usual  charge  for  this  procedure  or  service 
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in  relation  to  usual  charges  of  the  same  physician  for  other 
medical  procedures  or  services.     If  a  physician  charges  a 
uniform  amount  to  the  overwhelming  majority  of  patients  — 
e.g.,  at  least  75%  —  for  a  given  service  or  item,  this  amount 
will  be  treated  as  his  usual  charge.     However,  where  this  is 
not  the  case,   only  the  median  charge  made  by  the  physician 
will  be  recorded  as  his  usual  charge . H 

In  order  to  operationalize  this  term,  the  Medicaid  carrier  is  re- 
quired to: 

establish  and  maintain  in  readily  useable  form  adequate  data 
on  the  usual  charges  for  specific  procedures  made  by  individ- 
ual physicians .. .which  render  covered  services  ... .Any  method 
is  acceptable  so  long  as  the  results  provide  accurate  and 
readily  available  information.     The  data  should  include  at 
least  the  physician's  name,  office  address,  identification 
code,  specialty  status,  a  continuing  history  of  his  charges 
for  specific  services  and  supplies,  and  a  usual  charge  for 
each  specific  service  or  item  which  has  been  derived  from 
his  history  of  charges  for  that  service  or  item. 12 

Usual,  customary  and  reasonable  charges  were  designed  as  screens,  a 
procedure  for  setting  the  physician's  maximum  permissible  charge.  As 
long  as  the  states  did  not  exceed  those  payment  boundaries,   they  could 
use  any  payment  mechanism  they  desired.     The  most  logical  candidate  at 
the  time  was  the  fee  schedule,  the  dominant  approach  of  the  major  commer- 
cial and  non-profit  carriers.     However,  once  the  states  figured  out  what 
the  usual  and  customary  charge  boundaries  meant,  established  the  means 
for  determining  those  boundaries  and  conveyed  that  approach  to  the  physi- 
cians, it  became  easier  to  make  the  procedure  for  defining  usual,  custom- 
ary and  reasonable  charges  the  reimbursement  system  itself.     Thus,  as  of 
1975,  the  majority  of  states  had  adopted  a  usual  and  customary  charge 
reimbursement  system  and  fourteen  pay  the  maximum  permitted.     Only  twenty 


states  utilize  a  fee  schedule. 
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Once  usual  and  customary  charge  screens  become  the  reimbursement 
system,  a  state  experiences  a  marked  loss  in  control  over  fee  increases. 
Technically,   the  UCR  screens  are  updated  annually  through  an  examination 
of  the  previous  calendar  year's  billing  behavior  of  Medicaid  physicians. 
Assuming  that  the  system  is  enforced  and  that  rates  are  annually  updated, 
physicians  have  a  clear  incentive  to  bill  at  a  high  rate.     The  submitting 
of  high  actual  charges  will  increase  the  individual  physician's  usual 
charge  for  the  coming  year  and,  if  replicated  in  the  behavior  of  other 
physicians,  will  increase  the  customary  charge  level  which  is  also  used 
to  set  a  ceiling  on  payment  rates.     As  such,  physicians  not  only  have  an 
incentive  to  bill  at  .  the  maximum  (allowable)  screens  but  actually  at  rates 
which  are  far  higher.     This  inflating  of  billing  will  usually  not  impose  a 
financial  burden  on  patients  who  bear  no  out-of-pocket  costs  for  services 
under  Medicaid.     Even  in  states  with  cost  sharing,  higher  charges  will  not 
increase  client  costs  because  co-payments  are  virtually  always  fixed  in 
dollar  amounts.     The  end  result  is  that  ceilings  on  physicians'  charges 
are  established  via  factors  exogenous  to  budgetary  constraints,  executive 
priorities  and  administrative  rule.     Theoretically,  the  states  which  pay 
up  to  the  maximum  permitted  under  the  UCR  system  have  placed  control  of 
price  increases  outside  their  Medicaid  programs. 

Usual  and  customary  charge  systems  also  tend  to  sustain  differences 
in  charges  and  incomes  among  specialties  and  among  geographic  areas  that 
have  developed  historically,  but  which  may  no  longer  be  relevant.  The 
profile  of  usual  charges  will  be  determined  by  the  physician's  own  pric- 
ing behavior.     The  profile  of  customary  charges  will  depend  on  pricing 
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patterns  of  all  physicians  in  the  group  which  may  include  physicians  in 
widely  differing  specialties  and  geographic  areas.  The  relative  values 
given  to  different  procedures  will  tend  to  change  slowly  and  be  reflec- 
tive of  historical  considerations,  including  length  of  practice  and  the 
insurance  coverage  of  the  physician's  clientele,  when  the  usual  and  cus- 
tomary charge  system  began. 
2.     Fee  Schedules 

Some  states  have  recognized  the  administrative  complexity  and  infla- 
tionary potential  of  a  usual,  customary  and  reasonable  charge  reimbursement 
system.     As  an  alternative,   they  have  employed  fee  schedules  or  fixed  sets 
of  permissible  charges  for  specific,  well-defined  procedures.  Typically, 
fee  schedules  will  be  based  on  the  California  Relative  Value  Schedule 
(CRVS)  or  a  similar  relative  value  schedule  which  essentially  gives  the 
value  of  all  procedures  relative  to  some  chosen  standard  procedure.  For 
example,   in  the  1964  CRVS,  a  routine  initial  office  visit  by  a  new  patient, 
or  for  a  new  illness,   including  history  and  examination,   is  assigned  a 
value  of  2.0  while  an  initial  office  visit  with  a  complete  diagnostic 
history  and  physical  examination,   in  the  case  of  a  new  patient  or  a  major 
illness,  and  including  the  initiation  of  diagnostic  and  treatment  programs, 
is  assigned  a  value  of  6.0.     Relative  value  schedules  will  differ  in  the 
values  given  different  procedures,  but  the  principle  is  the  same.  Once 
the  system  of  relative  values  is  established,   the  state  then  determines 
the  price  or  conversion  factor  for  the  standard  procedure  and  consequently 
determines  all  prices.     The  absolute  level  of  fees  can  be  quite  generous, 
but  typically  fee  schedules  give  physicians  little  flexibility  in  setting 
fees  and  are  generally  regarded  as  a  restrictive  form  of  reimbursement. 
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Fee  schedules  have  certain  clear  advantages  over  UCR  systems.  Glaser 
has  written  on  the  practices  of  several  European  countries  and  observed  that 
all  prospectively  determine  the  level  of  fees  rather  than  react  to  the 
charge  practices  of  physicians.     None  used  a  system  resembling  usual, 
customary,  and  reasonable  charges.     The  first  and  principal  advantage  is 
that  the  fee  schedule  approach  has  much  greater  potential  to  control  costs. 
The  state,  at  least,  gains  control     over  unit  prices.     If  it  maintains  and 
operates  an  effective  utilization  review  system,  it  will  also  be  able  to 
use  fee  schedules  to  control  total  system  costs.     The  limited  amount  of 
research  that  is  available^  does  suggest  that  Medicaid  expenditures  for 
hospital  inpatient  care  and  physician  services  are  lower  in  states  using 
fee  schedules. 

Fee  schedules  can  also  be  used  to  achieve  purposes  other  than  cost 
control.     Unlike  usual  and  customary  charge  profiles  where  the  relative 
unit  prices  which  are  established  over  time  may  not  be  the  most  socially 
desirable,   fee  schedules  permit  the  state  to  achieve  certain  redistribu- 
tive  objectives.     Fee  schedules  can  be  used  to  redistribute  income  among 
specialties  and  among  physicians  in  geographic  areas  and  to  change  the 
relative  values  given  different  procedures. 

The  difficulty  with  fee  schedules  is  that  the  system  contains  a 
rigidity  which  may  discourage  performance  of  undervalued  procedures  and 
higher  quality  service.     Fees  are  paid  for  only  average  levels  of  service 
for  not  too  narrowly  defined  procedures.     Variation  around  an  unestablished 
norm  is  inevitable.     As  a  result,  unusual  effort  is  discouraged.     To  insure 
that  necessary  care  is  rendered  for  a  given  procedure,  beyond  the  normal 
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level  of  effort,  will  require  very  detailed  procedure  coding  systems  or 
exceptions  processes  such  as  procedure  code  modifiers  or  separate  reports 
justifying  higher  charges.     Great  detail  in  defining  procedures  permits 
physicians  to  respond  to  unsatisfactory  rates  of  fee  increases  by  shifting 
to  higher  valued  procedural  definitions.     The  procedure  coding  system 
becomes  a  pricing  mechanism  available  to  the  physicians  which  limits  state 
control  over  fees.     Frequent  use  of  an  exceptions  process  also  renders  the 
fee  schedule  powerless  in  controlling  costs. 

Another  problem  with  fee  schedules  is  that  states  may  reimburse  some 
physicians  more  than  they  would  have  charged  for  certain  procedures.  This 
can  only  be  avoided  by  using  fee  schedules  as  the  maximum  permissible 
charges,   rather  than  as  the  sole  reimbursement  rate.     However,   the  states 
would  then  have  to  check  all  billings  against  the  fee  schedule  to  estab- 
lish individual  reimbursement  levels;   one  of  the  main  advantages  of  fee 
schedules,   in  the  first  place,  is  that  this  process  can  be  avoided. 

Finally,  while  the  costs  of  administering  a  fee  schedule  are  less 
than  costs  to  properly  maintain  a  usual  and  customary  charge  system,  the 
former  is  not  inconsequential.     Determining  a  schedule  of  relative  values 
Is  an  intellectually  demanding  exercise,  as  one  can  quickly  conclude  from 
a  skimming  of  a  recent  California  Relative  Value  Schedule.     It  is  neces- 
sary to  either  periodically  survey  physicians'  actual  charges,  or  to  rate 
a  large  number  of  procedures  by  the  skill  and  time  required  to  perform 
them.     In  the  latter  case,  committees  (including  medical  society  officials) 
must  be  established  to  determine  the  relative  value  structure.     As  innova- 
tions occur  and  the  content  of  medical  science  changes,  new  procedures  are 
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introduced  and  the  relative  values  of  others  change.     Methods  of  changing 
the  relative  value  structure  must  he  established  to  rapidly  accommodate 
change.     Defining  procedures  itself  is  a  difficult  task.     (This  is  also  a 
problem  under  usual  and  customary  charge  systems.)     For  example,  should 
outpatient  and  inpatient  visits  before  and  following  inpatient  surgical 
services  be  included  in  one  reimbursement  rate?     Should  supervisory  care 
for  nursing  home  patients  be  reimbursed  on  a  per  visit,  or  per  month  basis? 
Committees  must  be  convened  for  special  rulings  on  unusual  cases. 

Finally,  decisions  must  be  made  on  an  acceptable  rate  of  increase  in 
the  schedule.     Possible  criteria  include  wage  rates,  cost  of  living 
indices,  practice  costs  and  availability  of  government  funds.     The  rate 
of  increase  in  conversion  factors  is  a  critical  issue  in  the  success  of  a 
fee  schedule  arrangement  and  will  either  be  determined  unilaterally  by  the 
state  or  be  negotiated  between  the  government  and  medical  societies.  The 
critical  difference  between  fee  schedules  and  usual  and  customary 
charges  —  that  annual  rates  of  increase  are  either  administratively 
dictated  or  negotiated,  but  are  not  determined  by  physicians'  behavior  — 
necessitates  the  successful  implementation  of  a  satisfactory  process  for 
updating  the  schedule. 

C.       Controlling  Charges  Under  Fee-For-Service  Systems 

Before  discussing  options  available  to  states,   it  should  be  noted  that 
states  operate  under  a  severe  constraint  in  attempting  to  reduce  physicians' 
fees.     Namely,   they  pay  for  roughly  10  percent  of  physicians'  services  in 
most  states.     As  a  result,  physicians  can  react  to  controls  or  reimburse- 
ment rates  by  reduced  participation  in  the  program.     The  state  does  not 
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have  the  leverage  over  physicians  that  a  program  with  more  universal  popu- 
lation coverage  would  have.     This  problem  notwithstanding,    there  are 
several  ways  of  controlling  costs  under  usual  and  customary  charge  systems. 
In  the  previous  discussion  of  usual,  customary  and  reasonable  charge 
systems,  emphasis  was  placed  on  the  lack  of  exogenous  control  over  the 
rate  of  change  in  fees  that  is  inherent  in  such  systems.     While  that  is 
generally  true,  there  are  options  which  would  permit  the  states  varying 
degrees  of  control  over  increase  in  rates. 

The  first  option  is  to  place  limits  on  the  rate  of  increase  of  reason- 
able charges.     As  discussed  before,  reasonable  charges  are  the  lowest  of 
actual,  usual  and  customary  charges.     As  such,   they  can  increase  at  rapid 
rates,  depending  on  the  behavior  of  physicians  in  the  state.     Because  the 
state  establishes  both  the  usual  and  customary  charge  profiles,  it  can 
constrain  each  to  increase  at  a  desired  rate.     It  will  then  control  the 
rate  of  increase  of  its  unit  costs.     Such  a  procedure  is  now  followed  by 
Medicare  in  applying  an  economic  index  adjustment  factor  to  "customary"  and 
"prevailing"  charges.     State  Medicaid  programs  must  use  the  same  adjustment 
factor  but  may  also  use  a  more  constraining  index.     The  major  weakness  of 
such  controls  is  that  they  reinforce  the  rigidity  of  a  usual  and  customary 
charge  system.     Relative  prices  among  physicians  are  fixed,  except  for 
physicians  whose  own  charges  do  not  increase  at  the  rate  permitted  by  the 
state . 

The  second  alternative  is  to  define  customary  charges  as  a  lower  per- 
centile than  the  75th.     If  customary  charges  are  defined,  as,   say,   the  50th 
percentile  of  the  distribution  of  usual  charges,  unit  costs  for  medical 
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services  may  be  reduced  substantially.     The  amount  of  expenditure  reduc- 
tion depends  on  the  variance  of  the  distribution  for  each  procedure.  If 
the  variance  is  large,  expenditures  by  the  state  for  medical  services  could 
be  reduced  considerably.     This  approach  would  limit  reimbursements  made  to 
expensive  physicians;   it  might  also  discourage  their  participation  and, 
because  they  may  deliver  a  higher  quality  of  care,  reduce  the  quality  of 
service  available  to  Medicaid  clients. 

The  third  option  is  to  purposefully  fail  to  update  physician  profiles. 
To  properly  maintain  a  system  of  usual  and  customary  charges,  profiles  for 
each  physician  must  be  developed  annually.     When  profiles  are  updated 
annually,  physicians'  allowed  reimbursements  for  each  procedure  will  in- 
crease at  rates  which  depend  on  changes  in  usual  and  customary  charges. 
If  not  updated,  increases  in  unit  costs  will  only  occur  when  the  previous 
year's  allowed  charge  was  the  actual  billed  charge;   that  is,   the  actual  was 
lower  than  the  usual  or  customary.     In  the  year  in  which  profiles  were  not 
updated,   increases  in  actual  charges  for  those  procedures  will  increase 
reimbursement  rates.     Otherwise,  reimbursement  rates  will  not  increase  and 
the  control  method  is  identical  to  a  freeze  on  reasonable  charges.  Several 
states  do  update  profiles  at  irregular  intervals.     Of  twenty-one  states 
identified  in  early  1976  by  the  Medical  Services  Administration  (MSA)  as 
usual  and  customary  charge  systems,   seven  had  not  updated  since  1974  and 
four  others  had  not  updated  since  1973  or  before."^ 

The  fourth  option  applies  only  to  states  which  use  only  Medicare  or 
private  insurance  data  to  determine  usual  and  customary  charges.  Accord- 
ing to  MSA  data,^  seven  states  do  not  include  charges  to  Medicaid  patients 
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in  developing  usual  and  customary  charge  screens  to  be  applied  to  Medicaid 
bills,   despite  the  fact  that  the  regulations  specifically  require  that 
they  do.-^    All  others  include  Medicare  and  Medicaid,  or  Medicare,  Medicaid 
and  private  insurance  charges.     There  is  no  evidence  that  charges  to 
Medicaid  patients  will  be  less,  on  the  average,   than  those  to  Medicare  or 
private  patients.     One  might  hypothesize  that  usual  and  customary  charge 
screens  will  be  lower  because  Medicaid  patients  are  less  likely  to  use 
expensive  physicians,  and  because  many  Medicare  patients  have  adequate  and 
substantial  insurance  coverage  in  addition  to  Medicare.     On  the  other  hand, 
physicians,  in  general,  may  bill  for  services  to  Medicaid  patients  at  high 
rates  because  those  patients  bear  no  share  of  the  bill.     If  in  fact, 
charges  to  Medicaid  patients  are  lower,  usual  and  customary  charge  screens 
will  be  lower  when  billings  to  these  patients  are  included  in  developing 
physician  charge  profiles. 

The  fifth  option  is  to  change  to  a  fee  schedule  arrangement.  The 
advantages  and  disadvantages  of  such  an  arrangement  were  discussed  above. 
The  state  obtains  clear  control  over  the  absolute  level  of  fees  and  the 
flexibility  to  manipulate  relative  values  for  different  services. 

States  with  fee  schedules  have  several  options  in  controlling  prices 
in  response  to  budgetary  problems.     Stated  simply,  they  can  freeze  the 
schedule  of  fees,  reduce  charges  throughout  the  schedule,  reduce  some 
charges  where  an  excess  supply  of  services  seems  to  prevail  and  increase 
or  hold  others  constant,   or  permit  a  moderate  rate  of  inflation.  Since 
the  rate  of  increase  of  conversion  factors  in  a  fee  schedule  is  adminis- 
tratively determined  with  availability  of  government  funds  being  one 
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criteria  for  setting  rates,   the  mechanism  for  freezing  or  reducing  rates 
is  already  in  place.     The  difficulties  rest  in  the  uncertainty  of  provider 
reactions  which  will  be  discussed  below. 

D .       Physician  Responses  to  Controls 

All  approaches  to  reducing  or  freezing  physicians'   charges  are  efforts 
to  reduce  Medicaid  program  costs  by  reducing  physicians'   incomes.  There 
will  be  no  savings  to  state  Medicaid  programs  if  fees  are  reduced  but 
physicians  provide  more  services  to  maintain  incomes,  or  if  hospital  out- 
patient or  clinic  visits  increase  as  private  physician  participation 
declines.     Very  little  is  known  about  the  impact  that  alternative  approaches 
to  limiting  reimbursements  to  physicians  have  on  utilization  and  Medicaid 
costs.     We  do  not  know  whether  fee  schedules  reduce  program  costs  signifi- 
cantly or  whether  physicians  respond  by  prescribing  greater  amounts  of 
discretionary  services  in  order  to  attain  a  target  income.    We  also  do  not 
know  if  physicians  respond  by  not  participating  as  heavily  in  the  program, 
seeing  fewer  patients  and  providing  fewer  services  at,  perhaps,  lower 
quality . 

Speculation  about  the  direction  of  physicians'   responses  to  policies 
which  reduce  the  level  of  charges  per  unit  of  service  is  complicated  by  the 
fact  that,  unlike  most  goods  or  services,  physicians  have  considerable  con- 
trol over  the  demand  for  their  own  services.     There  is  also  evidence  of  an 
excess  demand  for  physicians'   services.     In  either  case,   the  volume  of 
services  provided  can  be  increased  in  response  to  reduced  fees  if  physicians 
wish  to  maintain  a  target  income. 
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Analysis  is  also  complicated  by  the  fact  that  physicians  appear  to  be 
inefficient  in  the  allocation  of  available  resources  and  do  not  minimize 
the  cost  of  service  provision.     The  well-being  of  physicians  appears  to  be 
affected  by  income,  leisure,  and  the  level  of  professional  prestige  (which 
is,   in  part,  determined  by  the  quality  of  care  delivered)  and  negatively 
affected  by  the  amount  of  entrepreneuring  and  management  they  need  to  per- 
form.    That  is,   they  appear  to  prefer  losses  of  income  to  increasing  the 
employment  of  their  own  time  in  organization  of  various  available  inputs 

(e.g.,  paraprof essional  personnel)  in  an  efficient  manner  to  minimize  pro- 
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duction  costs.     Reinhardt      and  others  have  provided  evidence  that  the 
efficiency  of  physicians'   practices  could  be  increased  by  delivery  of  many 
services  through  greater  use  of  personnel  with  lower  levels  of  training 
and  less  use  of  physician  time;  others  could  argue  that  use  of  less-skilled 
personnel  and  less  physician  time  would  reduce  service  quality.     For  the 
purpose  of  this  discussion,  a  reduction  in  inputs  per  unit  of  service 
(which  would  include  substitution  of  lower  for  higher-skilled  personnel) 
would  be  a  reduction  in  quality  only  if  the  result  were  a  less  accurate 
diagnosis  and/or  a  less  appropriate  treatment.     If  there  were  no  change  or 
if  there  were  an  improvement  in  the  accuracy  of  diagnosis  and  the  appro- 
priateness of  treatment,   there  would  be  an  increase  in  efficiency. 

To  summarize,  physicians'  responses  will  depend  on  trade-offs  made 
among  four  variables:     income,  leisure,  practice  efficiency  and  service 
quality.     Because  we  know  very  little  about  physician  behavior,   it  is  dif- 
ficult to  make  accurate  predictions  on  the  effects  of  fee  reductions. 
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Abstracting  for  the  moment  from  the  option  of  directly  discriminating 
against  Medicaid  patients,   there  are  several  possible  physician  responses. 

Physicians  can  maintain  the  same  level  of  income  through  increasing 
the  number  of  services  produced.     They  can  bill  for  more  complex  services 
than  actually  rendered,  or  they  can  increase  the  number  of  services  pro- 
duced.    Increases  in  the  delivery  of  services  can  be  accomplished  by 
reducing  leisure,  by  increasing  practice  efficiency,  by  reducing  the 
quality  of  the  services  provided  or  by  some  combination  of  the  three. 
Physicians  can  also  accept  some  loss  of  income  from  controls  or  charges  and 
increase  their  leisure  time.     They  can  also  accept  some  loss  of  income,  but 
increase  the  volume  of  services  provided  through  either  increases  in  prac- 
tice efficiency,   or  reductions  in  service  quality. 

Clearly,  options  which  maintain  the  quality  and  quantity  of  services 
are  most  socially  desirable.     Whether  quality  is  maintained  most  likely 
depends  on  how  averse  the  majority  of  physicians  is  to  the  provision  of  low- 
quality  care.     If  this  aversion  tends  to  be  strong  and  physicians  desire  to 
maintain  current  standards  of  living   (that  is,  current  levels  of  income  and 
leisure),  increased  efficiency  could  be  the  outcome  of  fee  schedules. 
Physicians  would  then  respond  by  increasing  the  number  of  services  without 
a  sacrifice  of  quality. 

Unfortunately,   there  is  little  empirical  evidence  on  the  effects  of 
20  21 

fee  schedules.     Marmor      and  Evans      cite  evidence  of  Increased  billing  in 
Canada  following  imposition  of  fee  schedules  in  national  health  insurance. 
Evans,   in  particular,  has  developed  evidence  of  significant  increases  in 
the  expenditures  per  capita  on  physicians'   services  when  fee  schedules 
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were  controlled.     He  provides  estimates  that,  while  increases  in  physician 
fee  schedules  were  limited  to  33.9  percent  from  1964  to  1971  in  Saskatchewan, 
total  expenditures  on  physician  services  increased  by  62.3  percent.  Three 
provinces,  British  Columbia,  Manitoba  and  Nova  Scotia  allowed  no  increase 
in  physicians'   fee  schedules  from  1969  through  1971.     In  the  two  year 
period  per  capita  expenditures  on  physician  services  increased  by  18.5 
percent  in  British  Columbia,   23.8  percent  in  Manitoba  and  33.4  percent  in 
Nova  Scotia.     These  expenditures  occurred  after  the  introduction  of  national 
health  insurance  in  each  province  and  after  actual  fees  increased  to  levels 
of  the  fees  listed  in  the  provincial  schedule.     Increased  expenditures  were 
the  result,   then,   of  either  the  provision  of  greater  numbers  of  services 
or  the  provision  and/or  billing  for  more  complex  services  than  earlier 
periods.     Evans  cites  studies  showing  that  both  responses  have  occurred 
in  Canada. 

The  before  and  after  Medicare  study  of  physician  utilization 
in  Montreal  reports  that  aggregate  visit  rates  did  not  rise 
in  response  to  insurance  and  that  physician  hours  of  work  did 
not  increase.     Instead,  physicians  reorganized  their  practice 
patterns  and  generated  more  income  from  a  given  number  of 
initial  patient  contacts.     This  is  supported  by  data  from 
Trans-Canada  Medical  Plans  showing  that  in  insured  popula- 
tions, rates  of  physician-generated  services  per  capita  tend 
to  rise  faster  over  time  and  to  be  more  closely  associated 
with  physician  availability  than  our  rates  of  patient 
generated  services.     Aggregate  data  from  Quebec  for  1971  and 
1972,   the  first  two  years  of  insurance,  show  the  same 
phenomenon,   incredible  quarter  to  quarter  rates  of  increase 
of  certain  specific  physician-generated  services  as  well  as 
a  shift  across  fee  schedule  items  from,  e.g.,  "ordinary"  to 
"complete"  office  examinations . 22 

Holahan  examined  the  impacts  of  the  three  alternative  schemes  —  reason- 
able charges,  reasonable  charges  with  maximum  fees  and  fee  schedules  —  on 


the  percentage  of  eligibles  who  use  services  and  expenditures  per  use  of 
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the  service  in  the  Medicaid  program.     He  found  that  the  reimbursement 
arrangement  has  little  effect  on  the  percent  of  ellgibles  using  at  least 
one  service.     This  essentially  reflects  the  patient's  decision  to  seek 
care  and,   therefore,  is  not  as  likely  to  be  affected  by  reimbursement 
methods.     On  the  other  hand,   the  method  of  reimbursement  had  a  strong 
impact  on  the  level  of  expenditures  per  recipient  of  both  hospital  and 
medical  services.     The  author  estimates  that  states  using  fee  schedules 
rather  than  usual  and  customary  charges  (using  the  75th  percentile  for 
customary  charges)  had  lower  expenditures  per  recipient  by  $260  for  the 
disabled,   $79  for  AFDC*  children,   $178  for  AFDC  adults  for  hospital  in- 
patient care,   lower  expenditures  per  recipient  of  $69  for  the  disabled, 
$13  for  AFDC  children  and  $65  for  AFDC  adults  for  physician  services. 
Most  of  the  effect  on  expenditures  appeared  to  be  due  to  differences  in 
charges.     The  results  suggested  little  difference  in  quantity  supplied 
between  UCR  and  fee  schedule  states,   all  else  held  constant,  and  had  no 
way  of  discerning  changes  in  quality.     The  study  concluded  that  health 
•care  financing  programs  could  obtain  significant  savings  in  costs  under 
such  programs  as  Medicare  and  Medicaid  by  reducing  physicians'  charges. 
The  contradiction  between  the  Medicaid  and  Canadian  findings  very  likely 
rests  in  the  fact  that,  in  the  former  program,  physicians  have  the  option 
of  not  participating,  while  in  Canada,  population  coverage  is  nearly 
universal  and  physicians'  options  are  limited  to  demand  creation.  The 
critical  policy  choice  then  is  whether  expenditure  reductions  are  worth 
the  political  and  health  status  consequences  of  reduced  participation  and 
reduced  quality  of  care. 

*Aid  to  Families  with  Dependent  Children. 


21 


Two  additional  points  should  be  made.     The  preceding  argument  rests 
in  part  on  the  assumption  that,  within  limits,  physicians  are  able  to 
strongly  influence  the  demand  for  their  services.     The  increase  in  service 
provision,  however,  will  not  be  uniform  across  procedures.     First,  patients 
are  more  readily  influenced  to  consume  laboratory  services  than,   say,  to 
return  for  periodic  re-examinations.     Second,   the  relationship  between  fees 
as  determined  by  the  relative  value  structure  and  the  marginal  costs  of 
service  production  are  not  uniform  across  all  procedures.     As  a  result,  it 
is  more  lucrative  for  physicians  to  increase  the  provision  of  some  services 
than  others .     The  preceding  argument  also  ignores  certain  ethical  and 
quality  constraints  on  physician  behavior.     For  example,  some  medical  pro- 
cedures are  more  critical  for  patient  health  and  others  are  more  inherently 
interesting  to  physicians  than  others  as  fees  are  reduced.     In  addition, 
failure  to  perform  some  services  may  render  physicians  more  vulnerable  to 
malpractice  claims  and  it  is  unlikely  that  fee  reductions  will  result  in 
under-provision  in  these  areas.     Rather,   the  interaction  of  fee  reductions 
and  the  threat  of  malpractice  claims  may  result  in  reduced  participation 
in  Medicaid  in  lieu  of  fewer  services  per  Medicaid  client. 

The  second  point  is  that  reductions  in  charges  are  likely  to  have 
different  effects  on  the  behavior  of  physicians  who  have  large  numbers  of 
Medicaid  clients  and  those  who  have  relatively  few.     The  marginal  costs  of 
producing  most  ambulatory  care  services  should  decline  as  output  increases 
in  all  but  the  long  run  because  many  costs  are  essentially  fixed  (office 
rental,   equipment  and  most  auxiliary  personnel).     For  physicians  with 
relatively  few  Medicaid  patients,  even  with  cutbacks  in  allowable  charges, 
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fees  will  still  exceed  marginal  costs  for  most  services.     Physicians  whose 
clientele  is  composed  substantially  of  Medicaid  eliglbles  would  be  far 
more  adversely  affected.     Remunerations  for  Medicaid  services  are  not 
simply  expected  to  cover  variable  costs  but  to  contribute  substantially 
to  fixed  costs  as  well.     Changing  from  a  largely  Medicaid  to  a  largely 
non-Medicaid  practice  is  difficult  and  time  consuming.     Thus,   it  becomes 
particularly  tempting  for  Medicaid  specialists  to  engage  in  demand  crea- 
tion to  maintain  incomes  they  consider  adequate.     If  physician  participa- 
tion in  the  program  declines  in  response  to  fee  controls,  it  becomes  easier 
for  remaining  physicians  to  maintain  incomes  by  providing  additional  ser- 
vices.    With  fewer  alternative  sources  of  care,  physicians  can  provide  more 
services  by  reducing  the  time  and  often  the  quality  content  of  each,  e.g., 
Medicaid  bills.     If  the  physician  is  unable  to  expand  demand  or  if  the 
state  successfully  controls  demand  creation  through  utilization  review, 
physicians  will  relocate  or  change  their  mode  of  practice  (e.g.,  toward 
salaried  group  or  clinic  practice)  and  the  delivery  of  private  physicians' 
services  to  the  poor  will  be  severely  threatened. 

E.      Alternative  Policy  Responses 

1.     Reducing  Undesirable  Incentive 
Effects  of  Reimbursement  Systems 

The  ability  of  physicians  to  create  a  demand  for  their  own  services 
received  substantial  emphasis  in  the  previous  section,     If  physicians  can 
influence  or  manipulate  patients'  decisions  with  respect  to  hospital  admis- 
sions,  length  of  stay,  use  of  ancillary  services  or  return  visits,  efforts 
to  limit  fees  will  not  have  desired  effects  on  physicians'  incomes  and,  in 
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turn,   on  program  costs.     There  is  a  variety  of  approaches  to  limiting  the 
physicians'  ability  to  influence  patient  utilization  decisions.     As  noted 
earlier,  demand  creation  is  attractive  to  physicians  because  fees  exceed 
the  incremental  costs  of  service  provision.     If  demand  can  in  fact  be 
"created,"  the  additional  services  which  will  be  provided  will  be  those 
which  are  profitable  for  physicians.     It  is  not  surprising,  for  example, 
that  laboratory,  X-ray  and  other  diagnostic  services  are  often  cited 
as  services  which  are  frequently  over-utilized.     The  costs  of  additional 
testing  are  not  high  and  have  declined  dramatically  in  recent  years  in 
response  to  technological  innovations.     Physicians'  charges  tend  to  exceed 
the  marginal  costs  of  providing  them,   sometimes  considerably.     Thus,  the 
incentive  for  demand  creation  is  obvious. 

The  first  policy  option  is  to  structure  fee  schedules  so  that  fees  for 
all  procedures  reflect  the  costs  of  services  when  produced  in  a  technically 
and  economically  efficient  manner.     The  obvious  difficulty  with  this  option 
is  that  the  cost  of  producing  individual  services  in  physicians'   offices  is 
extremely  difficult  to  calculate.     It  is  an  extremely  complex  task  to 
determine  the  efficient  method  of  producing  medical  services.     The  method 
of  producing  services  which  is  "optimal"  in  one  practice  setting  may  be 
completely  infeasible  in  some  other  setting.     Thus,  structuring  fees  on  the 
basis  of  costs  in  an  economically  efficient  practice  setting  would  be 
extremely  inequitable  elsewhere.    While  recognition  of  service  costs  is 
critical  in  setting  fees,  the  value  of  services  to  patients  also  cannot  be 
ignored.     One  need  not  cite  other  difficulties  to  make  the  argument  that 
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precise  determination  of  fee  schedules  is  a  very  formidable  task.  Yet, 
this  does  not  preclude  the  possibility  of  making  far  better  approximations 
of  the  relationship  between  fees  and  marginal  costs  than  is  now  done, 
either  in  UCR  systems  or  in  fee  schedule  arrangement.     Reducing  fees  for 
most  diagnostic  services  relative  to  other  services  would  be  an  excellent 
first  step.     Several  European  countries  pay  the  full  fee  for  the  first 
hospital  or  nursing  home  visit  in  a  given  day  and  pay  a  substantially  re- 
duced fee  for  subsequent  visits.     Such  a  procedure  should  considerably 
reduce  the  incentives  for  "gang-visiting." 

Other  important  contributors  to  "demand  creation"  are  the  incentives 
generated  by  accepted  systems  of  procedure  coding  terminology.     One  of  the 
most  widely  used  systems,   the  CRVS ,  has  a  large  number  of  categories  of 

office  visits,  laboratory  and  radiological  services  and  surgical  proce- 
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dures.        For  example,  a  physician  using  the  CRVS  can  bill  for  eight  dif- 
ferent types  of  office  visits  for  an  established  patient,  eight  types  of 
hospital  visits  and  seven  types  of  nursing  home  visits. 

There  are  several  difficulties  with  such  narrow  definitions  of  proce- 
dures.    First,   the  procedure  coding  terminology  itself  permits  physicians 
an  effective  means  of  raising  one's  prices  in  a  time  of  controls.  Physicians 
can  react  to  controls  on  their  charges  by  billing  more  frequently  for  more 
expensive  types  of  visits.     Second,  all  ancillary  services,  inherently  a 
critical  component  of  the  diagnosis  in  many  physician-patient  encounters, 
are,  nonetheless,   treated  as  independent  services  for  billing  purposes. 
This  gives  the  physician  considerable  flexibility  and  clear  incentives  to 
provide  several  ancillary  services  during  the  course  of  a  visit. 
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One  approach  to  the  problem  is  to  substantially  reduce  the  number  of 
types  of  visits  for  which  a  physician  can  bill.     For  example,  in  the 
extreme,  a  system  could  permit  only  one  charge  for  an  office  visit.  The 
allowed  amount  would  be  calculated  to  be,  say,  10  or  15  percent  below 
the  cost  of  the  average  visit  plus  the  cost  of  the  average  number  of 
tests  (using  the  median  rather  than  mean  value) .     The  objective  is  to  set 
one  fee  and  assume  that  the  excess  cost  to  the  physician  when  the  required 
services  exceed  the  fee,  on  the  average,  balances  the  windfall  gains,  when, 
in  more  simple  cases,   the  fee  exceeds  the  costs  of  services  provided.  An 
exceptions  process  would  be  established  whereby  a  physician  who  performed 
an  unusually  large  number  of  tests  or  other  diagnostic  services  could,  upon 
evidence  of  the  complexity  of  the  case,   receive  a  larger  fee.     The  excep- 
tions process  should  be  sufficiently  cumbersome  that  it  is  not  used  rou- 
tinely, yet  not  so  burdensome  that  it  has  adverse  effects  on  the  quality 
of  care.     Quality  deterioration  would  be  limited  by  utilization  review  and 
malpractice  procedures  as  well.     It  is  critical  that  such  an  arrangement 
cover  an  overwhelming  majority  of  patient-physician  encounters.  The 
process  should  be  designed  so  that,   over  time,  physicians  would  be  treated 
equitably  and  therefore  find  the  system  acceptable. 

2.     Utilization  Review 

The  second  approach  is  to  limit  the  provision  of  medically  unnecessary 
and  economically  unwarranted  services  through  utilization  review.  Utiliza- 
tion control  through  a  variety  of  review  mechanisms  will  receive  detailed 
attention  in  a  later  chapter.     Here,  we  will  only  briefly  discuss  its 
merits  as  a  policy  to  reduce  "demand  creating"  by  physicians.  Utilization 
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review  basically  involves  comparing  claims  for  services  against  pre- 
established  norms  or  standards  of  appropriateness.     When  claims  are  made 
for  services  which  exceed  standards,  physicians  are  required  to  provide 
information  justifying  the  large  number  of  services  rendered.  Inability 
to  satisfactorily  provide  evidence  of  the  appropriateness  of  the  services 
results  in  denial  of  payment.     Utilization  review  has  gained  prominence, 
however,  as  a  mechanism  for  regulating  the  utilization  of  hospital  in- 
patient care.     It  has  not  been  applied  on  a  large  scale  to  ambulatory  care 
and  there  are  a  number  of  difficulties  in  doing  so. 

First,   there  is  the  awesome  task  of  establishing  rigorous  standards 
for  a  large  number  of  care  types,  when  the  care  which  is  appropriate  will 
vary  with  the  patient's  age,  medical  history  and  several  other  factors. 
There  is  also  the  difficult  problem  of  finding  agreement  among  physicians 
on  appropriate  norms  for  similar  cases. 

Second,  a  major  problem  in  the  implementation  of  utilization  review 
as  a  mechanism  for  controlling  health  care  costs  is  that  incentives  faced 
by  the  reviewing  organization  are  different  from  those  of  the  agency  paying 
for  services.     Such  a  situation  exists  when  Professional  Standard  Review 
Organizations  (PSRO's)  monitor  utilization  patterns  while  the  state  pays 
for  services.     The  mandate  of  utilization  review  mechanisms  has  not  been 
merely  to  reduce  the  amount  of  excessive  or  unnecessary  services  provided, 
but  to  increase  the  quality  of  care  of  individuals  whose  care  is  inadequate 
In  the  process  of  developing  norms  of  appropriate  care,   standards  can 
easily  be  set  at  a  level  which,   in  a  resource  allocation  sense,  are  either 
too  high  or  too  low.     While  standards  or  norms  will  be  established  by 
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physicians,   the  decisions  which  have  to  be  made  are  not  merely  medical  but 
economic  ones.     The  separation  of  the  standards  setting  function  from  the 
fiscally  responsible  government  agency  can  be  standards  of  appropriateness 
which  are  too  high. 

Finally,   the  costs  of  monitoring  utilization  patterns  in  ambulatory 
care  settings  relative  to  the  savings  in  claims  denials  or  services  deterred 
are  not  likely  to  be  high.     In  contrast  to  inpatient  care  where  the  cost  of 
a  hospital  stay  is  very  high,  ambulatory  care  typically  consists  of  a  large 
number  of  inexpensive  discrete  services.     The  resources  required  to  make 
determinations  of  appropriateness  are  likely  to  be  substantial  despite  the 
small  average  size  (in  dollars)  of  claim. 

3.     Increasing  Fees 

It  has  been  pointed  out  by  several  observers  of  the  Medicaid  program 
that  many  state  programs  have  paid  physicians  at  very  low  rates  relative 
to  typical  charges  for  many  years.     For  example,  California  has  frozen 
its  usual  and  customary  charge  profiles  at  1968  levels  with  only  a  2.5 
percent  across-the-board  increase  in  1972.     New  York,  Pennsylvania, 
and  the  District  of  Columbia  are  also  frequently  cited  as  jurisdictions 
with  low  physician  reimbursement  schedules.     In  areas  where  reimbursement 
rates  are  low,  physician  participation  rates  may  be  very  low,  use  of  hospi- 
tal outpatient  care  may  be  substantial,  hospital  admissions  may  be  higher 
and  provision  of  "unnecessary"  discretionary  services  by  participating 
physicians  may  be  common,  e.g.,  the  Medicaid  mill  phenomenon.     Use  of 
hospital  outpatient  services  frequently  implies  more  than  simply  an  alter- 
native source  of  care.     Hospital  outpatient  department  charges  are  typically 
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flat  rates  which  are  somewhat  Independent  of  the  quantity  of  services 
provided.     As  such,  charges  for  visits  can  be  and  often  are  significantly 
higher  than  for  private  physicians.     Ironically,   in  such  states,  programs 
might  reduce  overall  expenditures  (in  addition  to  other  benefits  —  higher 
quality  care,  enhanced  public  perceptions  of  the  program,  reduced  pressure 
from  physicians  and  client  advocacy  organizations)  by  increasing  fees. 
Increases  in  states  with  historically  low  payment  levels  might  increase 
access  to  physician  care  and  reduce  reliance  on  more  expensive  hospital  or 
clinic  services.     Increased  physician  participation  would  increase  access 
and  reduce  client  reliance  on  "Medicaid  mills."     Finally,  incentives  to 
provide  unnecessary,  care  to  maintain  desired  incomes  would  probably  be 
reduced.     Such  "unnecessary"  services,   of  course,  would  then  be  reimbursed 
at  higher  rates.     However,  since  physicians  could  now  (with  increased  fees) 
attain  desired  income  levels  while  providing  fewer  services,   they  may  be 
less  likely  to  accept  the  risk  of  detection  and  sanctions  for  provision  of 
unnecessary  care. 

4.     Fixed  Budgets  for  Physician  Services 

One  alternative  to  present  f ee-f or-service  reimbursement  arrangements 
is  for  states  to  establish  a  fixed  budget  for  all  physician  services. 
Physicians  would  continue  to  be  paid  on  a  f ee-f or-service  basis,  but  the 
total  funds  available  for  physician  services  would  be  established  in  ad- 
vance.    The  reimbursement  for  services  would  be  determined  by  a  fee  schedule, 
If  total  billings  exceeded  the  allocated  budget,  proportionate  reductions 
in  total  payments  to  all  physicians  would  be  made.     Physicians  themselves, 
not  the  government,  would  bear  the  burden  of  excessive  service  provision. 
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There  are  several  problems  with  fixed  budgets  coupled  with  fee-for- 
service  reimbursements.     First,   the  appropriate  amount  to  be  budgeted  for 
physician  services  may  be  difficult  to  determine.     The  current  level  of 
expenditures  for  physician  services  provides  no  guidance  because  it  is 
the  dissatisfaction  with  current  experience  that  created  the  need  for 
reform.     Appropriate  budget  levels  for  different  parts  of  a  state  require 
detailed  information  on  morbidity  and  utilization  patterns,  as  well  as 
the  need  for  informed  judgments  on  the  appropriateness  of  particular 
utilization  patterns  which  deviate  from  acceptable  norms.     That  is,  urban 
areas  should  not  receive  larger  budgets  than  rural  areas  on  the  basis  of 
higher  utilization  rates  if  those  higher  rates  reflect  excessive  provision 
of  services  where  physician-population  ratios  are  high.     Finally,  the 
appropriate  budget  level  for  physician  services  depends,   in  large  part,  on 
the  number  of  eligibles  which  fluctuate  over  time  in  every  state,  making 
budget  estimation  very  difficult. 

Second,   in  fixed  budget  arrangements,  all  physicians  have  an  incen- 
tive to  over-provide  because  gains  from  over-provision  will  typically 
exceed  the  losses  from  the  pro  rata  reductions.     That  is,   those  physicians 
responsible  for  excessive  provision  will  reap  the  remuneration  for  those 
services,  while  pro  rata  reductions  will  apply  to  all  physicians  in  propor- 
tion to  total  billings.     The  state  will  then  have  to  carefully  monitor 
utilization  patterns  to  control  unnecessary  services  and  create  equity  in 
physician  remuneration.     Failure  to  do  so  is  likely  to  create  resentment 
toward  the  program  on  the  part  of  those  physicians  who  have  not  abused  it. 
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Third,  there  is  a  need  for  an  exceptions  process  to  treat  unusual 
occurrences  such  as  disease  epidemics  or  natural  disasters.     It  would  also 
be  necessary  to  establish  a  mechanism  capable  of  equitably  compensating 
physicians  for  events  beyond  their  control,  e.g.,  rapid  increases  in  mal- 
practice costs. 

Finally,  if  the  budget  allocated  to  physician  services  is  clearly 
low,  physicians  are  likely  to  refer  services  to  other  providers  —  most 
likely,  hospital  inpatient  and  outpatient  departments.     This  increases  the 
necessity  of  carefully  monitoring  these  services  as  well.  Alternatively, 
they  will  be  less  likely  to  participate  in  the  program,  reducing  the 
availability  of  private  physician  care  to  Medicaid  eligibles.     This  illus- 
trates the  difficulty  of  implementing  cost  containment  options  in  programs 
like  Medicaid  which  cover  a  relatively  small  share  of  the  population. 
Providers  simply  have  other  attractive  options.     Implementing  a  fee-for- 
service  fixed  budget  scheme  for  most  of  the  population  under  a  national 
health  insurance  plan  would  be  considerably  more  feasible. 

5.  Capitation 

Another  alternative  to  present  arrangements  is  payment  on  a  capitation 
basis  to  physicians  in  solo  or  small  group  practices  for  care  of  selected 
groups  of  Medicaid  patients,  e.g.,  children.     One  would  hope  for  the  usual 
advantages  claimed  for  capitation  reimbursement:     more  efficient  organiza- 
tion and  management  of  practice,   less  hospitalization  and  fewer  unnecessary 
services.     This  form  of  reimbursement  is  for  the  most  part  totally  unfamiliar 
to  individual  and  small  group  practitioners  and  its  implementation  may  be 
strongly  opposed.    Nonetheless,  such  a  system  would  introduce  incentives 
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which  could  reduce  hospitalization  and  discretionary  services  and  eliminate 
many  administrative  tasks  for  both  physicians  and  the  state.     As  a  result, 
the  state  could  offer  capitation  rates  which  would  increase  the  net  income 
to  the  physician  from  Medicaid  patients  while  decreasing  its  own  costs. 

One  can  readily  identify  several  problems  with  such  an  arrangement. 
First,  capitation  will  be  unattractive  to  individual  or  small  group  prac- 
tice physicians  because  of  an  inability  to  limit  risk  by  pooling  a  large 
number  of  patients.     The  state  could  absorb  most  of  this  risk  by  providing 
insurance  against  extraordinary  events.     (The  cost  of  insurance  plus  the 
capitation  rate  must  be  lower  than  per  patient  costs  under  f ee-f or-service 
for  the  scheme  to  remain  desirable.)     Defining  the  ordinary  events  which 
are  covered  by  capitation  and  the  extraordinary  which  are  not  is  a  diffi- 
cult, yet  critical,  problem.     If  too  many  events  are  defined  as  extraor- 
dinary, then  the  cost  to  the  state  for  insurance  is  high  and  extraordinary 
cases  will  occur  more  frequently.     Once  a  case  is  no  longer  covered  by  the 
capitation  rate,  the  incentives  facing  the  physician  return  to  those  of 
f ee-f or-service.     If  relatively  few  events  are  categorized  as  extraordinary, 
risks  facing  physicians  increase  and  capitation  tends  to  become  unacceptable. 

One  way  to  overcome  the  potential  hardship  of  an  extraordinary  event 
would  be  to  have  the  state  reinsure  providers  by  establishing  cost  thresh- 
olds per  client  per  enrolled  year.     For  example,  services  rendered  to  high 
volume  service  users  in  a  given  year  would  be  priced  out  in  the  f ee-f or- 
service  marketplace  and  if  those  services  exceeded,  say,  a  $2,000  rein- 
surance threshold,  then  the  state  would  directly  assume  the  burden  of  all 
costs  in  excess  of  $2,000.     Equity,  physician  resistance  and  the  law  of 
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large  numbers  would  suggest  that  the  reinsurance  thresholds  vary  on  the 
basis  of  the  size  of  the  enrolled  population.     This  is,   the  smaller  the 
enrolled  population,   the  lower  the  reinsurance  threshold.     Thus,  the  low 
volume  Medicaid  provider  would  not  be  frightened  out  of  the  program  by 
the  "threat"  of  catastrophic  losses  while  the  high  volume  Medicaid  provi- 
ders would  have  to  assume  an  increased  responsibility  for  the  management 
of  clients. 

The  second  major  problem  is  that  capitation  can  lead  to  selection  of 
relatively  healthy  Medicaid  eligibles  as  patients.     That  is,  there  will 
be  an  initial  flurry  by  physicians  to  skim  the  cream  by  enrolling  low  risk, 
high  revenue  patients  and  refusing  enrollment  to  high  risk,  high  cost 
patients.     Regardless  of  how  sensitive  the  capitation  rates  are  (that  is, 
regardless  if  expected  medical  expenditures  set  by  past  Medicaid  experience 
are  disaggregated  by  age,  sex,  race,   education  and  a  host  of  other  demo- 
graphic variables),  there  will  be  a  certain  variability  in  the  health 
status  of  individuals  in  each  cell.     From  the  physicians'  perspective,  they 
will  benefit  from  the  capitation  arrangement  by  examining  all  potential 
enrollees  and  selecting  only  the  healthy.     The  only  way  to  overcome  the 
problem  of  cream  skimming  is  to  have  mandatory  open  enrollment  or  to 
assign  clients  on  a  random  basis.     Unfortunately,  both  options  would  meet 
with  intense  physician  resistance. 

The  third  problem  is  the  need  to  include  a  wide  range  of  services  within 
the  capitation  rate  to  avoid  adverse  substitution  effects.     For  example,  if 
primary  care  physicians  are  given  capitation  payments  designed  to  cover  only 
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primary  care  services,   incentives  to  refer  to  specialists,   to  hospitalize 
and  to  over- prescribe  drugs  are  created.     The  experience  with  capitation 
payments  to  general  practitioners  in  England  shows  that  just  such  a  result 
has  occurred.     Substantial  referral  to  specialists,  use  of  hospital  in- 
patient facilities  and  prescription  drugs  would  economize  significantly 
on  the  physician's  own  time  but  markedly  increase  the  cost  of  the  program. 
The  existence  of  the  problem  demonstrates  that  capitation  rates  should 
ideally  include  services  of  specialists,  hospital  inpatient  care  and  pre- 
scription drugs.     However,   this  increases  the  risk  to  the  physician  accept- 
ing capitation  and  increases  the  importance  and  difficulty  of  insuring 
physicians  against  extraordinary  costs. 

Finally,  physicians  reimbursed  on  a  capitation  basis  have  an  incentive 
to  reduce  the  quality  of  care  to  minimize  costs.     Ideally,  physicians  would 
have  to  compete  with  one  another  and  patients  would  choose  among  alterna- 
tive physicians  on  the  basis  of  price  and  quality  of  service.     However,  if 
prices  are  either  nominal  or  zero  and  if  the  poor  are  less  able  than  others 
to  make  accurate  judgments  on  the  quality  of  care,  physicians  would  be  able 
to  provide  a  lower  quality  of  care  to  the  poor  because  the  risk  of  losing 
them  as  patients  is  less.     Also,  because  the  poor  are  more  likely  than 
others  to  frequently  change  place  of  residence  and,   thus,  physicians,  and 
because  there  is  frequent  turnover  in  welfare  populations,  physicians  may 
be  relatively  unconcerned  with  the  future  consequences  of  inadequate  care. 

The  quality  of  care  should  be  monitored  by  combining  two  methods  of 
quality  assessment. 
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(1)  While  turnover  is  bound  to  be  a  problem  within  a  welfare  popula- 
tion,  turnover  among  a  physician's  enrolled  patients  should  be  distinguished 
by  those  clients  who  involuntarily  disenroll  (i.e.,   they  become  ineligible 
for  welfare  or  move  out  of  the  area)  and  those  who  voluntarily  disenroll 
because  of  poor  service  as  assessed  by  the  patient.     A  high  rate  of  volun- 
tary disenrollment  vis-a-vis  other  providers  would  be  an  indication  that 
some  dimension  of  quality  of  care  was  unacceptable. 

(2)  Under  f ee-f or-service,  physician  behavior  can  be  monitored  through 
the  information  supplied  on  invoices.     Under  a  capitation  arrangement,  in- 
voices disappear  as  well  as  diagnostic  and  therapeutic  information.  Physi- 
cians must  be  required  to  continue  to  submit  diagnostic  and  therapeutic 
information.     Without  that  information  it  is  difficult  to  assess  the 
technical  level  of  care  provided.     Random  checks  of  medical  records  and  a 
graduated  scale  of  sanctions  can  be  used  to  insure  that  physicians  submit 
the  required  information. 

The  merits  of  a  capitation  approach  rest  in  its  potential  for  limiting 
the  costs  of  care.    While  there  are  several  problems,  some  of  which  were 
mentioned  above,   the  approach  may  be  attractive  to  many  physicians  because 
of  the  administrative  costs  which  are  eliminated.     It  may  indeed  be 
feasible  to  increase  physicians'  net  income  while  reducing  program  expen- 
ditures because  of  both  the  elimination  of  many  administrative  costs  for 
physicians  and  the  state  and  the  reduction  in  utilization. 
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F.  Conclusions 

States  have  several  alternative  strategies  for  controlling  the  level 
of  physician  fees.     Options  include  placing  limits  on  the  rate  of  increase 
of  reasonable  charge  screens,  defining  prevailing  charges  as  a  lower  per- 
centile than  the  75th,  failing  to  update  physician  profiles,   freezing  fee 
schedules,  etc.     While  there  are  several  options,   there  are  no  assurances 
of  desirable  effects.     The  effectiveness  of  such  strategies  is  clearly 
dependent  on  provider  responses.     States  are  somewhat  constrained  in 
exercising  any  form  of  control  because  they  finance  care  for  a  small  share 
of  the  population.     As  a  result,   controls  on  fees  may  result  in  reduced 
participation  in  the  program.     There  will  be  little  or  no  savings  to  state 
Medicaid  programs  if  hospital  outpatient  or  clinic  visits  increase  as 
physician  participation  declines.     Controls  can  also  result  in  an  increase 
in  physician-induced  demand  for  services.     Physicians  can  increase  their 
provision  of  laboratory,  X-ray  and  other  diagnostic  services,  follow-up 
visits,   etc.     The  limited  available  evidence  suggests  that  controls  on 
fees  where  reimbursement  levels  are  very  high  will  reduce  expenditures  on 
services  in  Medicaid.     Effects  of  controls  on  physician  fees,  quality  of 
care  or  use  of  alternative  services  in  Medicaid  has  not  been  well  estab- 
lished.    However,   lowered  participation  and  increased  demand  creation  by 
physicians  may  well  undermine  efforts  by  states  to  use  these  options  to 
control  costs. 

Five  policy  choices  deserve  greater  attention  from  the  states.  First, 
for  reasons  discussed  earlier,   fees  should  be  established  in  closer  rela- 
tion to  costs  and  simpler  procedure  coding  terminologies  should  be  employed, 


36 


Both  measures  would  reduce  incentives  for  demand  "creation."  Second, 
utilization  review  might  reduce  the  provision  of  unnecessary  services  — 
particularly  if  monitoring  efforts  focused  on  reporting  of  exceptional 
behavior  on  a  post- treatment  basis.     Third,   increases  in  physician  fees, 
where  reimbursement  levels  are  very  low,  may  reduce  Medicaid  costs  by  in- 
creasing physician  participation,  minimizing  incentives  for  provision  of 
unnecessary  services  and  substituting  private  physician  care  for  costly 
use  of  hospital  inpatient  and  outpatient  services. 

Fourth,   the  establishment  of  a  fixed  budget  for  all  Medicaid-f inanced 
physician  services  has  certain  attractive  features  as  a  cost  control  de- 
vice.    Under  such  an  arrangement,  proportionate  reductions  in  total  pay- 
ments to  all  physicians  would  be  made  if  total  billings  exceeded  the 
allocated  budget.     Unfortunately,   the  problems  of  negotiating  an  appropri- 
ate amount  for  the  budget,   the  incentives  built  in  for  physicians  to  over- 
provide,   the  need  for  an  exceptions  process  and  the  need  to  monitor  use  of 
other  services  as  substitution  occurs,  make  this  difficult  to  implement. 

Finally,  greater  use  of  capitation  reimbursement,  particularly  for 
groups  such  as  children,  may  be  appropriate  for  state  Medicaid  programs. 
Capitation  payments  could  bring  about  more  efficient  management  of  practice, 
less  hospitalization,  and  fewer  unnecessary  services.     On  the  other  hand,  the 
problems  of  "creaming"   (selection  of  relatively  healthy  patients),  adverse 
substitution  effects  in  order  to  shift  risks,  cost-minimizing  through  limit- 
ing the  quality  of  care,  and,  in  general,   the  unattractiveness  of  the 
scheme  to  physicians  unable  to  limit  risk  by  pooling  a  large  number  of 


37 


patients,   are  likely  to  end  up  increasing  the  cost  of  the  program  and  re- 
ducing participation.     While  there  are  several  problems,   the  approach  may 
be  attractive  to  many  physicians  because  of   the  administrative  costs  which 
are  eliminated.     At  the  same  time,  costs  to  the  state  could  be  reduced, 
both  because  of  the  efficiencies  cited  above  and  its  own  lower  administra- 
tive costs. 
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CHAPTER  II 
HOSPITAL  REIMBURSEMENT 

A.  Introduction 

Perhaps  the  most  frustrating  obstacle  facing  state  program  managers 
and  legislators  is  their  inability  to  control  hospital  costs.  "Reasonable 
cost"  reimbursement,  the  predominant  method  of  hospital  payment,  is  highly 
inflationary  and  inefficient.     It  has  become,  however,  a  standard  of 
adequacy  for    third  party  payment  to  hospitals.     As  a  result,  states  seek- 
ing to  control  Medicaid  hospital  expenditures  face  a  dilemma.     Any  payment 
mechanism  which  promises  to  truly  limit  hospital  costs  invites  hospital 
withdrawal  from  the  Medicaid  program.     The  state  must  then  accept  limited 
access  for  its  beneficiaries  or  return  to  a  payment  mechanism  that  approxi- 
mates reasonable  costs.     In  this  chapter  we  shall  examine  the  objectives 
of  "reasonable  cost"  reimbursement,  describe  how  it  operates,  elaborate 
upon  the  unreasonableness  of  "reasonable  cost"  and  address  the  ineffective- 
ness of  three  highly  touted  solutions  to  hospital  cost  reimbursement: 
controls  in  capital  expenditures,  incentive  reimbursement  and  prospective 
reimbursement.    We  shall  then  re-examine  the  program  assumptions  that 
produced  "reasonable  cost"  and  suggest  alternative  assumptions  and  alter- 
native means  of  paying  for  Medicaid  hospital  services. 

B.  Objectives  of  Reasonable  Cost 

Medicaid  is  required  to  utilize  the  Medicare  method  of  hospital  reim- 
bursement,     a  cost-based  system  developed  jointly  by  the  Social  Security 

*We  recognize  that  the  Medical  Services  Administration  (MSA)  permits 
"alternative  reasonable  cost"  reimbursement  systems.  We  argue  below  that 
these  alternatives  tend  to  recreate  the  same  system.     See  pp.  66-70. 
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Administration  (SSA)  and  the  American  Hospital  Association  shortly  after 
the  passage  of  the  Medicare  and  Medicaid  legislation.     Entitled  "reasonable 
cost"  reimbursement  (only  because  SSA  rejected  the  American  Hospital 
Association's  label  of  full  cost  reimbursement),   this  payment  methodology 
is  required  by  law  to  isolate  the  burden  of  program  costs."'"    A  basic 
Medicare  principle  requires  that  costs  be  apportioned  accurately  between 
program  recipients  and  nonrecipients  and  that  government  refrain  from  con- 
tributing in  any  way  to  the  cross-subsidization  of  costs  between  these  two 
groups.     In  regulatory  language  this  principle  as  applied  to  Medicaid  is 
presented  in  the  following  fashion: 

"Reasonable  cost"  means  the  reimbursable  portion  of 
all  allowable  costs  for  inpatient  hospital  services  for 
recipients  of  medical  assistance. .. that  are  designed  to 
take  into  account  that  all  allowable  costs  with  respect 
to  an  individual  patient  are  to  be  borne  by  the  individ- 
ual or  program  responsible  for  the  payment  of  his  bill, 
and  that  no  part  of  the  individual's  allowable  cost  of 
cure  may  be  attributed  to  the  cost  of  another  patient's 
care  or  to  another  program. ? 

C.      Application  of  Reasonable  Cost 

In  operational  terms,  reasonable  cost  is  defined  by  auditing  a  hospi- 
tal's books,  identifying  that  fraction  of  total  charges  which  are  Medicaid 
charges,  and  multiplying  that  fraction  times  the  total  cost  of  operating 
the  hospital.     The  federal  government  requires  the  use  of  one  of  two 
variants  of  the  "ratio  of  charges  to  charges  applied  to  costs"  or  RCCAC 
approach:     combination  RCCAC  or  departmental  RCCAC.     Combination  RCCAC  is 
the  simpler  of  the  two  requiring: 
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[that]   part  of  a  hospital's  allowable  cost  which  is 
attributed  to  routine  services   (room,  board,  nursing 
services)   is  apportioned  on  the  basis  of  the  relative 
number  of  patient  days  for  beneficiaries  and  for  other 
patients   (i.e,,  an  average  cost  per  diem  basis).  The 
remainder  of  the  hospital's  allowable  costs  attribut- 
able to  ancillary  services  is  apportioned  between 
Medicare  patients  on  the  basis  of  the  ratio  of  ancil- 
lary charges  to  Medicare  patients  and  total  ancillary 
charges. ^ 

Departmental  RCCAC  is  much  more  detailed: 

Use  of  this  method  involves  the  determination  of  the 
total  costs  for  each  of  the  hospital's  revenue- 
producing  departments  (i.e.,  departments  providing 
services  to  patients  for  which  charges  are  made). 
The  costs  of  each  such  department  are  apportioned 
between  Medicare  and  other  patients  on  the  basis  of 
charges  to  Medicare  patients  and  total  charges  in 
the  department. ^ 

Due  to  the  archaic  cost  accounting  systems  utilized  by  many  hospitals 
in  the  mid-1960' s,  the  federal  authorities  reasoned  that  to  force  all 
hospitals  into  the  departmental  RCCAC  approach  at  the  inception  of  the 
Medicare  program  would  prove  to  be  an  unusual  hardship  for  the  hospitals. 
Thus,  for  any  given  year,  hospitals  were  given  the  choice  between  the  two 
methods.     In  one  sense  this  was  a  windfall  for,  even  if  a  hospital  were 
sophisticated  enough  to  utilize  the  departmental  RCCAC  approach,   it  could 
opt  for  the  combination  method  instead.     In  some  cases  combination  RCCAC 
provides  an  institution  with  up  to  10  percent  more  revenue  than  if  it 
utilized  the  departmental  approach.^     To  eliminate  this  loophole,  the 
federal  government  adjusted  the  Medicare  regulations  in  December     1971  so 
that  all  hospitals  with  100  or  more  beds  must  utilize  the  departmental 
method.     Those  with  less  than  100  beds  are  allowed  to  use  combination  RCCAC 


approach.     Since  more  than  one-fourth  of  the  5,800  community  hospitals  in 
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this  country  currently  have  less  than  100  beds,  a  large  number  of  institu- 
tlons  are  still  capable  of  manipulating  these  accounting  procedures. 
Recognizing  that  the  costs  associated  with  these  institutions  are  substan- 
tial, and  that  all  hospitals  have  been  forced  to  become  more  sophisticated 
in  order  to  meet  other  Medicare  accounting  requirements,  HEW  has  proposed 
that  all  hospitals  would  be  required  to  use  the  departmental  method  by 
January  1,  1978. 7 

The  1971  policy  decision  regarding  departmental  RCCAC  was  based  upon 
the  observation  that  the  more  disaggregated  an  RCCAC  approach,  the  less 
the  likelihood  of  a  hospital's  cross-subsidizing  certain  functions  or  de- 
partments.    For  example,  an  unabridged  combination  RCCAC  approach  would 
allow  the  expenditures  for  maternity  wards  to  be  merged  with  laboratory, 
radiology  and  pharmaceutical  costs.     Since  hospitals,  historically,  have 
charged  less  than  costs  for  maternity  wards  and  more  than  costs  for  the 
three  other  services  cited,  then  an  aggregation  of  those  charges  would 
penalize  the  Medicare  program.     The  penalty,  of  course,  arises  out  of  the 
nonuse  of  maternity  services  by  the  elderly  Medicare  population  and  their 
relatively  extensive  use  of  laboratory,  X-ray,  and  pharmaceutical  goods  and 
services.     Departmental  RCCAC  inhibits  this  form  of  cross-subsidization. 

D.      Cost  Control  Through  Reasonable  Cost 

It  is  important  to  emphasize  that  neither  combination  nor  departmental 
RCCAC  necessarily  affects  the  level  of  hospital  costs  nor  the  manner  in 
which  those  costs  are  expended;  that  is,  neither  method  limits  costs. 
Costs  are  contained  largely  through  identification  of  "allowable  cost," 
benefit  limitations  and  patient  cost  sharing.     These  factors  are  addressed 
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separately  and  defined  differently  depending  upon  the  specific  cost-based 
programs  under  consideration.     The  majority  of  Blue  Cross  plans  employ  an 
RCCAC  approach.     Yet,   these  plans  vary  considerably  in  their  application 
of  limitations  on  allowable  costs.     Even  Medicare  diverges  from  Medicaid 
on  some  points.     For  example,  Medicare  allows  an  8 . 5  percent  increase  in 
allotted  nursing  care  costs  to  compensate  for  the  alleged  difference  in 
the  cost  of  servicing  an  aged  population.     Medicaid,  on  the  other  hand, 
is  not  obligated  to  pay  a  comparable  differential. 

Limitations  on  allowable  costs  are  critical  since  they  serve  as  the 
major  constraint  in  a  cost-based  system.     Without  those  constraints  Medicaid 
would  be  accepting  all  costs  as  necessary  and  might  assume  the  partial 
burden  for  expenditures  that  are  not  at  all  related  to  medical  care.  For 
example,  blanket  approval  of  all  costs  incurred  by  hospitals  could  produce 
situations  where  bad  debts  of  non-Medicaid  patients  or  the  imputed  value 
of  all  charitable  care  would  be  tallied  in  as  part  of  the  hospital's  total 
costs.     Further,   the  operation  of  revenue-producing  enterprises  (for  which 
hospital  charges  are  not  assessed)   such  as  gift  shops,  parking  lots  or 
public  cafeterias  would  be  considered  only  in  terms  of  their  respective 
costs.     Finally,  as  corporate  entities,  hospitals  might  choose  to  diversify 
their  investment  portfolio  by  purchasing  apartment  houses  or  office  build- 
ings and  then  passing  a  portion  of  the  cost  of  operating  those  real  estate 
ventures  onto  the  cost-based  reimbursers.     In  this  progression  of  examples, 
the  costs  incurred  become  less  and  less  related  to  the  direct  provision  of 
medical  services.     The  question  of  how  indirect  a  cost  can  be  in  order  to 
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be  considered  medically  related  is  answered  only  by  the  reimbursers'  def 
nitions  of  allowable  costs  and  willingness  of  hospitals  to  participate 
given  those  definitions.     The  Medicare/Medicaid  "reasonable  cost"  approa 
attempts  to  bypass  this  difficulty  by  requiring  hospitals  to  meet  all  of 
the  following  criteria  of  acceptability: 

(1)  Costs  must  be  necessary  and  proper.     Necessary  and  proper 
costs  are  costs  which  are  appropriate  and  helpful  in 
developing  and  maintaining  the  operation  of  patient  care 
facilities  and  activities.     They  are  usually  costs  which 
are  common  and  accepted  occurrences  in  the  field  of  the 
provider's  activity. 

(2)  Costs  must  be  relatively  consistent.     The  cost  of  provi- 
ders' services  vary  from  one  provider  to  another  and  the 
variations  generally  reflect  differences  in  scope  of 
services  and  intensity  of  care.     The  provision  for  pay- 
ment of  reasonable  cost  of  services  is  intended  to  meet 
the  actual  costs,  however  widely  they  may  vary  from  one 
institution  to  another.     This  is  subject  to  a  limitation 
where  a  particular  institution's  costs  are  found  to  be 
substantially  out  of  line  with  other  institutions  in  the 
same  area  which  are  similar  in  size,   scope  of  services, 
utilization,  and  other  relevant  factors. 

(3)  Costs  must  be  related  to  care  of  beneficiaries.  Reason- 
able cost  includes  all  necessary  and  proper  expenses 
incurred  in  rendering  services,  such  as  administrative 
costs,  maintenance  costs,  and  premium  payments  for 
employee  health  and  pension  plans.     It  includes  both 
direct  and  indirect  costs  and  normal  standby  costs. 
However,  where  the  provider's  operating  costs  include 
amounts  not  related  to  patient  care,  specifically  not 
reimbursable  under  the  program,  or  flowing  from  the 
provision  of  luxury  items  or  services   (that  is,  those 
items  or  services  substantially  in  excess  of  or  more 
expensive  than  those  generally  considered  necessary  for 
the  provision  of  needed  health  services),   such  amounts 
will  not  be  allowable.     The  reasonable  cost  basis  of 
reimbursement  contemplates  that  the  providers  of  ser- 
vices would  be  reimbursed  the  actual  costs  of  providing 
quality  care  however  widely  the  actual  costs  may  vary 
from  provider  to  provider  and  from  time  to  time  for  the 
same  provider.^ 
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These  principles  have  been  transformed  into  policy  through  the  dis- 
allowance of  such  contested  factors  as  bad  debts  (for  non-program  benefi- 
ciaries),  charity,   basic  research,  and  interest  and  depreciation  on  capital 
expenditures  unapproved  by  area  planning  agencies.     While  hospitals  main- 
tain that  failure  to  accept  all  costs  as  allowable  places  an  unfair  burden 
on  the  non-Medicaid  population  (particularly  the  self -pay  patients), 
"reasonable  costs"  apparently  has  not  dissuaded  hospitals  from  participat- 
ing in  the  program.     Indeed,   the  massive  infusion  of  Medicare  and  Medicaid 
funds  into  hospitals  and  the  nearly  universal  participation  of  hospitals 
in  those  programs  indicates  broad  acceptance  of  the  "reasonable  cost" 
approach. 

Careful  definition  of  allowable  cost  does  not  immediately  guarantee 
an  elimination  of  unwarranted  expenditures.     Routine  inpatient  care,  for 
example,  is  unquestionably  a  legitimate  cost  category.     However,  if  a 
hospital  wishes,  it  can  expend  an  extraordinary  amount  of  resources  on  the 
nursing  and  hotel  component  of  its  health  care  package;   then  the  legitimacy 
of  those  inpatient  routine  costs  might  be  questioned.     Medicare  and  Medi- 
caid addressed  this  issue  with  the  passage  of  Section  223  in  the  1972 
amendments . 

The  Secretary  is  authorized  to  set  prospective  limits 
on  costs  to  be  recognized  as  reasonable ...  for  certain 
classes  of  providers  in  various  service  areas,  based 
upon  estimates  of  the  costs  necessary  in  delivering 
efficient  patient  care;    [that  is]  for  costs  of  services 
that  are  in  excess  of,  or  more  expensive  than,  those 
determined  to  be  necessary  for  the  efficient  delivery 
of  needed  health  services .... ^ 

This  broad  directive  has  been  operationalized  by  placing  generous 

limits  on  routine  inpatient  costs.     Routine  inpatient  costs  were  selected 
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because  it  was  thought  that:     (1)  the  hospital  administrators  have  more 
control  over  them  than  any  other  costs;   (2)  these  costs  are  more  compar- 
able among  hospitals  than  are  other  costs. Subsequently,  routine 
inpatient  costs  have  been  disaggregated  by  five  income  groups  (based  upon 
a  state's  per  capita  income)  by  SMSA  and  non-SMSA  and  by  seven  categories 
of  bed  size.     A  cost  screen  for  routine  inpatient  care  is  then  calculated 
for  each  cell.     The  screen  is  set  at  the  80th  percentile  of  inpatient 
routine  costs  plus  10  percent  of  the  median, ^    Any  hospital  which  exceeds 
the  screen  for  its  respective  cell  must  absorb  the  difference  between  the 
price  indicated  by  the  screen  and  its  actual  costs. 

The  effectiveness  of  this  mechanism  as  a  cost  constraint  depends  upon 
the  distribution  of  costs  within  categories  —  the  more  compact  the  dis- 
tribution, the  less  effective  the  constraint.     Indeed,  estimates  released 
by  the  Bureau  of  Health  Insurance  indicate  that  in  the  15  month  period 
between  July  1975  through  September  1976,  Section  223  was  responsible  for 
$65  million  in  Medicare  savings.     Since  Medicare  hospital  expenditures 

during  that  period  were  $15  billion,  Section  223  realized  a  0.4  percent 

12 

reduction  in  hospital  costs.        While  $65  million  is  not  an  insignificant 

amount,   the  magnitude  of  total  expenditures  and  the  rate  of  increase  of 

those  expenditures  clearly  calls  for  a  more  dramatic  approach.  However, 

because  Section  223  and  a  variant  of  it  —  as  proposed  in  the  Talmadge 

Amendments  —  have  received  considerable  attention,  we  should  examine  the 

operation  of  the  mechanisms  more  closely. 

Recent  approximations  by  Fitzmaurice  suggest  that  11.5  percent  of  the 
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hospitals  are  affected  by  the  223  screen.        Very  small  hospitals  appear 
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to  be  affected  most  dramatically  as  well  as  Institutions  located  in  the 
Northeast  and  Western  portions  of  the  country.     These  estimates  do  not 
take  into  account  successful  appeals  for  exceptions.     As  such,  they  over- 
estimate the  number  of  institutions  penalized  by  this  process.  Further, 
since  the  estimates  were  based  on  cross-sectional  data  rather  than  on  a 
time  series,   there  is  no  indication  as  to  how  quickly  a  hospital  learns 
to  adjust  its  routine  inpatient  costs.     Adjustments  can  take  the  form  of: 
(1)  an  actual  reduction  in  routine  inpatient  costs,  or   (2)  a  manipulation 
of  the  hospital's  books  which  would  allocate  some  routine  costs  to  ancil- 
lary services.     The  latter,  of  course,  does  not  yield  an  increase  in 
efficiency  but  rather  an  increase  in  the  ability  of  the  hospital  to 
manipulate  the  reasonable  cost  methodology.     Finally,   the  generous  and 
flexible  screens  of  costs  at  the  "80th  percentile  plus  10  percent  of  the 
median"  tend  to  act  in  a  direction  contrary  to  that  indicated  by  the 
legislation.     Rather  than  attempt  to  define  "the  efficient  delivery  of 
services"  this  approach  tends  to  fix  or  freeze  whatever  inefficiencies 
that  exist  in  the  system.     Outliers,  of  course,  experience  some  fiscal 
discomfort  but  they  do  have  recourse  to  an  appeals  process  and  the  future 
corrective  manipulation  of  their  books. 

The  use  of  223  limits  (and  similar  cost  screens  derived  from  floating 
group  averages  as  a  cost  containment  mechanism)  rests  on  the  assumptions 
that  most  hospitals  incur  only  those  "costs  necessary  in  the  delivery  of 
efficient  patient  care"  and  that  significant  cost  savings  can  be  achieved 
by  identifying  those  few  institutions  which  deviate  from  the  industry's 
norms.     Upon  reflection,  however,  very  few  individuals  would  argue  that 


48 


hospital  costs  have  skyrocketed  because  a  few  institutions  are  poorly 
managed,  inefficient  and  wasteful.     The  problem  is  systemic.     Since  the 
inception  of  Medicare  and  Medicaid,   there  have  been  enormous  increases  in 
capital  per  patient-day  and  the  number  and  cost  of  labor  per  patient-day."*"^ 
The  hospital,  as  an  institution,  has  undergone  dramatic  and  costly  changes. 
Identifying  a  few  hospitals  with  relatively  high  routine  patient  costs  will 
not  serve  to  limit  costs;  it  will  merely  serve  to  create  a  tighter  distri- 
bution of  routine  costs  among  hospital  groups.     Further,  it  will  not  even 
serve  to  identify  and  punish  inefficient  hospitals.     Since  the  question  of 
hospital  output  or  quality  is  not  addressed,  an  operational  definition  of 
inefficiency  is  impossible.     Hospitals  penalized  under  a  223  type  of  mecha- 
nism may  or  may  not  be  inefficient.     We  do  not  know.     All  we  do  know  is 
that  for  their  group  their  routine  inpatient  costs  exceed  the  80th  percen- 
tile plus  10  percent  of  the  median  routine  inpatient  costs. 

Another  important  means  of  attempting  to  control  allowable  costs  is 
by  placing  limitations  on  occupancy  rates.     For  example,  assume  a  hospital 
has  a  40  percent  occupancy  rate.     If  half  of  the  patients'  charges  are  for 
Medicaid  recipients  (i.e.,  they  occupy  approximately  20  percent  of  the 
hospital's  beds),  then  Medicaid  would  pay  half  the  cost  of  operating  the 
hospital.     In  other  words,  Medicaid  would  pay  for  the  20  percent  of  the 
beds  occupied  by  its  patients  plus  for  30  percent  of  the  unoccupied  beds. 
A  means  of  limiting  that  type  of  expenditure  has  been  to  set  a  minimum 
occupancy  rate.     If  the  rate  is  set  at  80  percent,  then  any  hospital  whose 
occupancy  was  less  than  80  percent  would  be  reimbursed  as  if  it  had  an  80 
percent  occupancy  rate.     In  the  example  above,  rather  than  pay  half  of  the 
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hospital's  costs,  an  80  percent  minimum  occupancy  would  reduce  Medicaid's 

expenditures  to  one-quarter  of  those  costs. 

New  York  has  incorporated  occupancy  limits  into  its  rate-setting 

formula.     Reimbursement  is  subject  to  a  lower  occupancy  rate  limit  of  60 

percent  for  maternity,   70  percent  for  pediatrics  and  80  percent  for  medical 

and  surgical  services. 

Thus,   the  denominator  of  the  rate  formula  is  set  equal 
to  actual  patient  days  if  the  hospital  is  operating  at 
or  above  the  occupancy  rate  limit;  but  if  the  actual 
patient  days  are  less  than  the  number  that  would  prevail 
at  the  occupancy  rate  limit,   the  reimbursement  rate  is 
calculated  for  the  number  of  patient  days  that  would 
obtain  at  that  limit.     Hence,   the  occupancy  rate  con- 
straint penalizes  hospitals  with  excess  capacity  and  is 
intended  to  serve  as  a  direct  incentive  to  phase  out 
unutilized  beds.1^ 

Application  of  this  limitation  has  several  problems.     First,   it  en- 
courages an  increase  in  unnecessary  hospitalization,  particularly  lengths 
of  stay,   thereby  increasing  total  program  costs.     It  also  penalizes  hospi- 
tals attempting  to  curtail  unnecessary  hospitalization.     The  incentive  to 
overutilize  acts  to  camouflage  unneeded  hospital  beds  might  provide  plan- 
ners with  false  indications  of  need.     Finally,  very  high  minimum  occupancy 
rates  may  be  undesirable.     For  example,  a  recent  study  by  Walter  McClure 
concluded  that,  "the  optimal  occupancy  rate  for  hospitals  is  85  percent; 
a  lower  rate  is  inefficient,  a  higher  rate  would  not  provide  a  safety 
margin  to  allow  for  a  large  number  of  patients  who  need  care  on  a  particu- 
lar day."16 

Ideally,   the  Medicaid  program  could  be  instrumental  in  closing  down 


portions  of  underutilized  facilities  altogether. 


However , 


as  long 


as  the 
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licensure  and  certificate  of  need  function  are  located  in  other  agencies, 
and  as  long  as  other  cost-based  reimbursers  continue  to  support  underuti- 
lized facilities,  all  the  Medicaid  program  can  hope  to  do  is   minimize  its 
burden  of  underutilized  beds. 

Beyond  explicit  manipulations  of  the  reimbursement  methodology, 
administrators  can  limit  costs  by  altering  the  way  in  which  claims  are 
processed  and  bills  are  paid.     This  accounting  strategy  would  consist  of 
a  stalling  component  and  a  cash-flow  component.     Stalling  involves  a 
deliberate  slowdown  in  the  processing  of  hospital  invoices.     The  slowdown 
may  be  rationalized  in  terms  of  more  stringent  filing  requirements  (e.g., 
any  incompleted  invoice  will  be  returned,  any  mistakes  on  the  invoice  — 
whether  or  not  the  state  could  correct  the  mistake  —  will  result  in  the 
bill  being  placed  in  a  pend  file,  etc.)  or  in  terms  of  a  lack  of  funds 
(i.e.,  "The  program  will  exhaust  all  funds  budgeted  for  hospitals  two 
months  prior  to  the  new  fiscal  year.     All  claims  will  be  pending  until 
funds  are  appropriated.").     States  can  also  place  all  hospitals  on  an 
interim  payment  basis.     A  state  currently  has  the  option  of   (1)  paying  a 
hospital  the  charges  it  submits  on  an  invoice  and  cost  settling  with  the 
hospital  at  the  end  of  the  year  or  (2)  paying  a  hospital  its  projected 
Medicaid  costs  on  a  bi-weekly  or  monthly  basis.     This  projection  would 
be  based  upon  the  previous  year's  cost  experience.     At  the  end  of  the 
year,  the  hospital  then  cost  settles  with  the  state.     The  advantage  of 
adopting  an  interim  payment  approach  is  that  it  results  in  fewer  incidences 
of  overpayment  by  the  state  than  reimbursement  by  charges.     In  part,  this 
is  due  to  the  fact  that  most  charges  exceed  cost  and,   in  part,   to  the  fact 


51 


that  the  states  have  a  little  more  leeway  in  the  manipulation  of  interim 
payments.     The  end  result  of  opting  for  an  interim  payment  approach,  how- 
ever, would  be  that  fewer  hospitals  would  tie  up  large  amounts  of  state 
funds.     By  altering  the  cash  flow  the  state  realizes  a  savings."^ 

E.       Inadequacies  of  Reasonable  Cost 

One  could  argue  that  the  general  objective  of  Medicaid's  hospital 
reimbursement  policy  is  an  equitable  and  defensible  approach.     After  all, 
government  intervention  in  the  provision  of  care  is  minimized.     The  hospi- 
tals receive  payment  on  a  cost  basis  only  for  those  services  provided  to 
Medicaid  recipients.     And,  Mainstream  Medicine  can  potentially  become  an 
affordable  reality  to  the  poor  without  threatening  the  financial  solvency 
of  the  individual  hospitals.     The  inability  to  control  hospital  expendi- 
tures seems  to  be  a  fair  tradeoff.    Why  then  is  "reasonable  cost"  an 
inadequate  solution?     A  number  of  factors  may  be  cited: 

1.  Reasonable  cost  reimbursement  has  significantly  contributed  to 
the  extraordinary  inflationary  trend  of  hospitals'  prices  and  costs 
experienced  over  the  past  ten  years. 

2.  Reasonable  cost  reimbursement  is  philosophically  distinct  from  all 
other  forms  of  reimbursement  permitted  under  Medicaid.     While  all  other 
methodologies  allow  the  state  to  shift  some  of  the  burden  of  the  program 
onto  the  providers,  reasonable  cost  reimbursement  prohibits  that  action 
from  being  applied  to  hospitals.     Reasonable  cost  reimbursement  is  not 
only  philosophically  inconsistent  with  other  reimbursement  policy,  but  its 
application  to  a  sector  typified  by  charitable  nonprofit  publically  sub- 
sidized organizations  is  highly  questionable. 
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3.  Reasonable  cost  reimbursement  permits  and  encourages  hospitals  to 
shift  non-Medic a id  costs  onto  the  Medicaid  program, 

4.  Reasonable  cost  reimbursement  guarantees  system-wide  misallocation 
of  health  and  hospital  resources.     It,   therefore,  works  in  opposition  to 
the  states'  health  planning  efforts. 

5.  Reasonable  cost  reimbursement  (and  the  reasonable  cost  reimburse- 
ment option  available  with  MSA  approval)  acts  as  a  rhetorical  and  operational 
impediment  to  alternative  hospital  reimbursement  methodologies. 

Since  it  is  important  that  the  reader  understand  the  basis  for  these 
assertions,  each  of  them  will  be  discussed  and  elaborated  upon  separately. 
1.       Hospital  Inflation 

For  the  fifteen-year  period  prior  to  the  enactment  of  Medicaid  and 

Medicare,  hospital  room  charges  increased  at  an  annual  rate  of  approximately 

6.3  percent,   total  costs  per  patient-day  increased  at  an  annual  rate  of  7.2 

18 

percent,  and  cost  per  admission  rose  at  a  yearly  average  of  6.9  percent. 

With  the  advent  of  Title  XVIII  and  Title  XIX,   those  rates  of  increase 

doubled.     Between  1965  and  1970,   room  charges  increased  at  an  annual  rate 

of  13.9  percent,   total  costs  per  patient-day  by  12.7  percent  annually,  and 

19 

cost  per  admission  by  14.1  percent.        While  the  rate  of  increase  was  dampened 
somewhat  during  the  three-year  period  of  Economic  Stabilization  Program 
controls,   the  termination  of  those  controls  rapidly  resulted  in  the  re- 

20 

establishment  of  inordinately  high  increases  in  hospital  costs  and  prices. 

It  is  generally  accepted  that  Medicare  and  Medicaid  have  contributed 
heavily  to  the  increase  of  hospital  costs.     Reasonable  cost  reimbursement's 
contribution  to  this  process  can  best  be  understood  if  we  examine  the 
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inevitability  of  cost  inflation  under  a  cost-based  reimbursement  raethod- 
ology,   the  growth  of  hospital  cost-based  reimbursement  since  1965,  the 
incentives  to  Blue  Cross  carriers  to  adopt  the  "reasonable  cost"  approach 
to  reimbursement  and  the  decline  in  out-of-pocket  payments. 

Cost-based  reimbursement  necessarily  creates  an  unusually  rapid  growth 
in  hospital  costs.     This  can  be  seen  most  graphically  when  presented  in  the 
pure  case  where  all  patients  in  a  hospital  are  covered  by  a  plan  which 
reimburses  all  costs.     In  this  example,  we  are  faced  with  an  economically 
indeterminate  situation  because  every  level  of  hospital  output  represents 
an  optimal  point  of  production  for  that  institution;   that  is,  at  every 
point  of  production,  average  costs  become  identical  with  average  revenue 
and  marginal  costs  with  marginal  revenue.     Since  all  production  costs  are 
always  met,   the  hospital's  output  is  independent  of  both  the  cost  structure 
of  the  institution  and  the  demand  for  its  services.     In  essence,  output  is 
only  dependent  upon  noneconomic  criteria  and  the  priorities  of  the  hospital 
administration  and  medical  staff.     These  decision  makers  tend  to  have  a 
strong  bias  toward  constantly  increasing  expenditures.     This  results  from 
the  following: 

a.     Both  hospital  administrators  and  physicians  derive  their  legiti- 
macy as  providers  from  their  technical  expertise,  not  their  community 
responsiveness.     Attention  to  economy  and  efficiency  does  not  yield  commen- 
surate improvement  in  their  professional  status  or  personal  income.  In 
short,   there  are  no  institutional  incentives  for  saving  the  patient's  or 
taxpayer's  money. 
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b.  For  the  most  part,  physicians'  income  and  prestige  are  tightly 
linked  with  their  respective  degree  of  specialization.     Increased  speciali- 
zation and  the  development  and  utilization  of  an  extremely  costly  and 
complex  technology  are  also  tightly  linked;  indeed,   they  are  mutually 
reinforcing. 

The  growth  of  technological  applications  in  health  care 
has  interacted  with  the  current  orientation  of  medical 
training  programs  in  a  feedback  mechanism  that  is  lead- 
ing the  health  care  system  down  an  explosive  path.  The 
new  high  cost,  hospital  technology  necessitates  special- 
ization and  fosters  narrow  professionalism  among  new 
physicians.     That  is,  for  reasons  relating  to  income, 
prestige  and  the  way  that  modern  medicine  is  practiced, 
new  physicians  are  drawn  away  from  a  primary  care, 
office-based  setting  and  toward  the  practice  of 
specialized  medicine  within  an  urban,  institutionalized 
setting.     This  trend  toward  medical  specialization  in 
turn  creates  even  greater  demands  from  physicians  to 
induce  hospitals  to  adopt  still  more  technology,  com- 
pleting the  cycle  and  starting  it  anew.^ 

c.  The  hospital  is  an  important  factor  in  the  production  of  physicians' 
services  and  the  generation  of  physicians'   income.     Since  the  use  of  the 
hospital  is  free  to  physicians,   their  basic  constraints  emanate  from  the 
patient  (e.g.,  the  patient's  hospital  insurance,   the  patient's  time  costs, 
etc.).     To  the  extent  that  patient  constraints  can  be  overcome,  physicians 
can  behave  in  any  way  which  helps  increase  their  effectiveness,  income 
and/or  leisure.     Since  the  use  of  the  hospital  tends  to  benefit  physicians, 
we  should  expect  that  they  would  substitute  hospital  care  as  much  as 
possible. 

d.  Redisch  argues  that  (in  addition  to  hospital  insurance  coverage) 
billing  procedures  and  the  methods  used  for  determining  inpatient  routine 
costs  contribute  to  overuse: 
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The  separation  of  physician  and  hospital  bills  for 
jointly  produced  health  care  [which  allows  the  physician 
to  continuously  expand  the  amount  of  hospital  resources 
he  employs  which  acts  further  to  increase  his  income] , 
the  proration  of  basic  hospital  service  costs  over  all 
patients   [which  diminishes  the  physician's  awareness  of 
the  costs  incurred  by  his  patients]  all  make  the  apparent 
cost  to  the  physician  of  additional  hospital  services 
very  small  relative  to  the  true  social  costs  of  the  in- 
puts used  to  produce  that  service.     This  creates  major 
incentives  for  the  physician  to  over-substitute  hospital 
input  for  his  own  labor  and  to  order  the  production  of 
only  marginally  beneficial  health  and  hotel  services  in 
the  hospital. ^2 

e.     A  hospital  administrator's  prestige  is  a  function  of  the  services 
the  hospital  can  provide,   the  medical  equipment  that  is  available  and  the 
medical  staff  it  can  attract.     Given  the  rapid  change  in  technology  and 
the  demands  by  medical  staff  to  remain  current,  there  is  constant  pressure 
to  update  equipment  and  incur  the  additional  costs  regardless  of  the 
economic  implications  of  those  purchases. 

This  model  of  hospital  behavior  becomes  attenuated  only  to  the  extent 
that  a  hospital  is  dependent  upon  out-of-pocket  payments  (as  required  with 
coinsurance,  deductibles,  benefit  exclusions  or  lack  of  insurance  coverage), 
that  cost-based  reimbursement  places  limitations  on  what  it  will  consider 
as  allowable  costs  or  upper  limits  on  specific  types  of  expenditures,  or 
that  exogenous  supply  limitations  such  as  certificate  of  need  are  imposed. 

A  remarkable  aspect  of  the  Medicare  and  Medicaid  programs  is  the  extent 
to  which  they  altered  national  hospital  reimbursement  policy,  increased 
public  financial  support  and  subsequently  reduced  the  relative  out-of- 
pocket  payment  for  hospital  services.     For  example,  in  1965,  total  expendi- 


tures for  hospital  care  amounted  to  $13.2  billion  nationally,  roughly  53 
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percent  of  which  was  reimbursed  on  a  cost  basis   (37.5  percent  by  government 

23 

and  15.5  percent  by  Blue  Cross).         During  the  same  year,  private  insurance 

charge  reimbursement  amounted  to  24.1  percent  and  direct  payments  accounted 

for  an  additional  18.5  percent.        Nine  years  later,  hospital  costs  had 

climbed  to  $40  billion  nationally  with  68.3  percent  cost-based  reimbursed 

(53.4  percent  government  and  14.9  percent  Blue  Cross),   20.4  percent  charge 

25 

reimbursed  and  8.4  percent  out-of-pocket  payments.        All  in  all,  the 
percentage  of  hospital  expenditures  reimbursed  by  all  third  parties  in- 
creased by  14.6,   and  the  percent  reimbursed  on  a  cost-based  system  increased 
28.2.     Thus,  cost  reimbursement  has  become  the  dominant  form  of  hospital 
payment,  government  has  become  the  primary  source  of  hospital  revenues, 
out-of-pocket  expenditures  have  become  much  less  important  and  hospitals 
have  increasingly  approximated  the  behavior  suggested  in  our  model  of  pure 
cost  reimbursement.     The  role  of  the  third  party  intermediary  has  also 
changed.     As  Blue  Cross  agencies  assumed  the  role  of  third  party  inter- 
mediary for  either  Medicaid  or  Medicare  (or  both),   they  tended  to  adopt 

the  Medicare's  reasonable  cost  reimbursement  methodology  for  their  private 
26 

pay  beneficiaries.        Throughout  this  process,   the  nature  and  intensity  of 

the  services  have  been  altered  with  considerable  increases  in  the  cost  and 

amount  of  labor  and  nonlabor  inputs.     And  control  of  the  rate  of  increases 

does  not  seem  at  hand. 

2.     Inconsistency  with  Other 

Provider  Payment  Mechanisms 

Until  very  recently,   the  states  had  a  good  deal  of  flexibility  in 

establishing  payment  mechanisms  for  all  Medicaid  providers  —  with,  of 

course,   the  exception  of  hospitals.     Payment  schemes  had  been  devised 
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which  were  consistent  with  Medicaid  guidelines   (e.g.,  usual,  customary  and 
reasonable  reimbursement  for  physicians)  and  acknowledged  a  medical  tradi- 
tion of  charitable  or  subsidized  care  to  the  poor.     In  regard  to  the  latter, 
the  states  did  not  require  providers  to  render  free  care  to  Medicaid  reci- 
pients, but  they  did  have  a  tendency  to  pay  providers  less  than  prices 
normally  paid  by  the  non-indigent  population.     The  incentive  for  providers 
to  participate  in  the  Medicaid  program  rested  on  the  relative  increase  in 
revenues  which  they  would  receive  under  Title  XIX  vis-a-vis  the  revenues 
received  under  a  traditional  sliding  scale  arrangement.     However,   it  was 
implicit  that,  by  limiting  payment  to  fees  normally  less  than  those  charged 
to  the  non-poor  and  by  requiring  that  providers  accept  that  payment  as  full 
and  complete  compensation,   the  state  was  requiring  providers  to  subsidize 
the  Medicaid  program  —  with,  of  course,   the  exception  of  hospitals.  As 
noted  above,  states  are  required  to  isolate  and  assume  the  full  burden  of 
Medicaid  hospital  costs.     Thus,  "reasonable  cost"  reimbursement  is  philo- 
sophically distinct  from  other  forms  of  Medicaid  reimbursement. 

This  anomaly  is  made  even  more  curious  by  another  basic  philosophical 

distinction  —  only  hospitals  are  typified  as  charitable  nonprofit  organi- 
27 

zations.        As  such,  hospitals  are  awarded  a  tax  exempt  status  which  results 

in  a  substantial  subsidization  of  their  operation  by  federal,  state,  and 

local  government  —  subsidies  made  in  acknowledgment  of  their  charitable 

status.     Further,  more  than  6,000  of  the  7,000  short-term  acute  general 

hospitals  in  this  country  have  received  Hill-Burton  funds  and  are,  there- 

28 

fore,  obligated  to  provide  a  minimal  amount  of  charitable  care.        And  yet 
"reasonable  cost"  reimbursement  acts  to  circumvent  the  necessity  for  a 
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hospital  to  provide  charitable  care.     Thus,  "reasonable  cost"  reimbursement 
is  not  only  inconsistent  with  other  reimbursement  policy  but  also,  the 
justification  for  its  application  to  a  sector  characterized  by  charitable, 
nonprofit  publically  subsidized  organizations  is  highly  questionable. 
3.     Medicaid  Subsidies 

A  constant  charge  levied  by  hospitals  against  "reasonable  cost"  reim- 
bursement is  that,  by  failing  to  cover  all  costs  (e.g.,  excluding  charity, 
research  or  non-Medicare  bad  debts  or  by  limiting  depreciation  to  historical 
costs)  hospitals  are  forced  to  shift  the  burden  of  Medicaid's  fair  share 
onto  their  non-Medicaid  population.     The  individuals  alleged  to  suffer  the 
most  under  these  conditions  are  the  patients  making  substantial  out-of- 
pocket  payments.     The  reason  for  this  dilemma  rests  with  the  historic 
financial  use  of  the  self-pay  patient,  the  definition  of  allowable  costs 
and  the  relationship  that  charges  bear  to  cost.     Dr.  L.  Vann  Seawell,  a 
noted  authority  on  hospital  accounting,  has  summarized  this  situation  by 
noting  that: 

In  principle,  service  rates  should  directly  reflect 
the  costs  of  providing  each  service,   thus  allowing  each 
department  of  the  hospital  to  be  self-sustaining.  Public 
relations  considerations  and  other  realities  of  hospital 
financing,  however,  historically  have  resulted  in  the 
establishment  of  considerably  below-cost  rates  for  daily 
room  and  board  services  and  substantially  above-cost 
rates  for  certain  professional  services  such  as  radiology, 
laboratory  and  pharmacy. 

Although  there  is  some  evidence  that  hospital  service 
rates  are  more  closely  related  to  costs  than  ever  before, 
the  subsidization  of  the  loss  operations  of  certain  de- 
partments by  the  profits  of  another  continues  to  some 
extent  as  a  hospital  pricing  policy..     In  addition,  hospi- 
tals have  tended  to  establish  service  rates  by  a  consen- 
sus approach,  i.e.,  hospitals  may  adopt  the  level  and 
pattern  of  rates  existing  in  similar  hospitals  located 
in  the  same  general  area. 
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Beyond  this,  hospital  managements  traditionally  have 
used  charges  to  self -responsible  patients  as  the  balancing 
factor  when  seeking  a  solution  to  revenue  deficits.  Deter- 
minations are  made  of  (1)  the  amount  of  revenues  available 
from  third-party  payers,  philanthropists  and  other  miscel- 
laneous sources  and  (2)  the  hospital's  financial  needs. 
The  resulting  revenue  deficit  then  is  resolved  by  estab- 
lishing rates  at  levels  sufficient  to  generate  revenues 
from  self-responsible  patients  in  the  amounts  needed  to 
balance  financial  needs  and  expected  revenues.     In  effect, 
by  paying  more  than  the  economic  costs  of  the  services  they 
receive,  self-responsible  patients  are  subsidizing  the  care 
of  third-party  beneficiaries. 

It  seems  obvious  that  these  inequitable  and  discrimi- 
natory pricing  policies  must  be  discontinued.     This  will 
require  (1)  a  substantial  modification  of  third-party  cost- 
based  reimbursement  systems  to  include  all  economic  costs 
of  hospital  operation  so  that  reimbursements  will  equal 
full  economic  cost  and   (2)   the  establishment  of  hospital 
service  rates  on  the  basis  of  economic  costs  rather  than 
on  the  basis  of  financial  expediency.     Full  economic 
costs  include  the  basic  production  costs  of  hospital  ser- 
vices,  education,  research  and  community  health  program 
costs,  working  and  plant  capital  needs,  bad  debts  and 
free  services. ^ 

The  thrust  of  Seawell's  analysis  is  that  current  cost-based  reimburse- 
ment reinforces  "inequitable  and  discriminating  pricing  policies."  The 
charge  is  that  the  method  of  payment  encourages  cross-subsidization  with  the 
private-pay  patient  picking  up  part  of  the  Medicaid  tab.     Analysis  of 
Medicare  and  Medicaid  payment  reveals  that  the  incentives  and  the  opportunity 
are  just  the  opposite. 

First,  we  should  recognize  that  individuals  covered  by  Medicare  and 
Medicaid  are  not  representative  of  the  general  population.     In  Title  XVIII, 
Medicare  and  geriatrics  have  become  almost  synonymous.     Geriatrics  is  a 
field  of  medicine  predicated  upon  the  existence  of  particular  illnesses 
experienced  by  the  aged.     The  nature,   incidence  and  treatment  of  those 
illnesses  is  not  representative  of  the  population  as  a  whole  but  specific 
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to  the  elderly.     In  Medicaid,   92  percent  of  the  inpatient  hospital  costs 
are  incurred  by  the  AFDC  and  disabled  populations.*    Apart  from  the  program 
definitions  of  these  categories,  poverty  creates  specific  illnesses  which 
bias  Medicaid's  hospital  experience.     For  example,  malnutrition  and  violent 
crimes  occur  most  frequently  among  the  poor.     Hospitalization  associated 
with  these  factors,   therefore,  will  occur  more  frequently  for  the  poor  than 
the  nonpoor.     The  bias  in  Medicaid  services  is  exacerbated  by  eligibility 
criteria  which  establish  a  screening  process  guaranteed  to  isolate  select 
populations  with  specific  demographic  and  medical  characteristics. 

To  the  extent  that  a  hospital  can  identify  services  disproportionately 
used  by  Medicare  and  Medicaid  recipients,   there  can  exist  a  strong  incen- 
tive for  that  hospital  to  set  charges  above  costs  for  those  services. 
Those  incentives  will  depend  upon  a  variety  of  factors.     Generally,  it 
would  be  in  the  hospital's  interest  to  increase  its  Medicaid-specif ic 
charges  if: 

a.  The  relative  generosity  or  flexibility  of  the  definition  of  allow- 
able costs  under  Medicaid  is  greater  than  other  cost-based  reimbursers 
(e.g.,  Blue  Cross)  permit; 

b.  The  cash  flow  conditions  under  Medicaid  are  superior  to  other 
reimbursers.     (For  example,  if  a  hospital  was  on  an  interim  payment  basis 
for  Blue  Cross  —  i.e.,  payments  were  prorated  on  the  basis  of  the  previous 
year's  experience  --  but  was  being  reimbursed  for  full  invoice  charges  by 


*Most  hospital  costs  for  the  aged  are  transferred  to  the  Medicare 
program  through  a  Medicare  "buy-in"  provision.     This  provision  allows  the 
state  to  purchase  Medicare  coverage  for  those  Medicaid  recipients  who  are 
eligible  for  Medicare  but  unable  to  pay  the  premiums  or  deductibles. 
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Medicaid  with  cost  settlement  at  the  end  of  the  year.     In  this  case, 
shifting  as  much  as  possihle  onto  Medicaid  would  improve  a  hospital's 
cash  flow.     It  should  be  noted  that,   by  hiking  up  Medi caid-specif ic 
charges  to  facilitate  a  better  cash  flow,  a  hospital  would  also  be 
altering  the  ratio  of  Medicaid  charges  to  total  charges.  Inadvertently, 
Medicaid  would  be  paying  more  than  its  "fair  share."); 

c.  The  hospital  could  better  support  its  own  system  of  subsidies; 

d.  The  Medicaid  hospital  program  was  less  visible  than  the  Blues, 
less  subject  to  state  control  (e.g.,   Insurance  Commissioners  can  accept 
or  reject  Blue  Cross  requests  for  premium  increases)  or  less  well- 
managed  than  the  other  cost-based  reimbursers. 

Offically,   there  are  two  regulatory  constraints  which  are  intended  to 

prevent  charge  manipulation.     First,   all  charges  must  be  uniformly  applied 
30 

to  all  patients.        As  noted  above,   this  would  not  prohibit  exorbitant 
charges  for  Medicare/Medicaid  population-specific  services.     Second,  pay- 
ment "shall  be  based  on  the  lesser  of  reasonable  cost  of  services  or  the 

3 1 

customary  charges  to  the  general  public  for  such  services."        There  are 
several  enormous  impediments  to  administering  this  regulation.  Any 
particular  service  is  very  difficult  to  cost  out,  given  the  highly  inter- 
related aspects  of  hospital  care.     The  more  complex  the  service,   the  more 
difficult  the  task  of  isolating  its  cost.     Charges,   therefore,  must  be 
partially  arbitrary.     Once  charges  are  set,   the  assignment  of  costs  at  the 
departmental  level  is  also  quite  flexible.     Certain  costs  can  be  shifted 
into  or  out  of  departments  with  impunity.     The  prerogatives  of  accountants 
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and  the  inexactitude  of  their  craft  allow  these  manipulations.  Thus, 
geriatric  charges  might  be  increased  at  a  rate  10  percent  greater  than  all 
other  charges.     In  order  to  assure  that  those  total  geriatric  charges  were 
not  greater  than  geriatric  costs,   the  accountant  could  allot  a  proportion- 
ately greater  amount  of  nursing,  dietary,  maintenance  and  administrative 
costs  to  the  geriatric  department.     The  arbitrary  nature  of  the  process  — 
coupled  with  its  complexity  —  makes  uniform  monitoring  a  very  costly 
proposition.     It  should  be  noted  that  when  another  cost  reimburser  (such 
as  Blue  Cross)  acts  as  the  Medicare  or  Medicaid  intermediary,   there  exists 
a  strong  incentive  not  to  monitor.     Indeed,  there  is  an  incentive  to 
encourage  hospitals  to  shift  as  much  of  their  costs  as  possible  onto  public 
programs.     The  greater  the  subsidization  by  Medicare/Medicaid,   the  less 
the  costs  to  Blue  Cross  for  its  patients  (assuming  that  Blue  Cross  uses  a 
comparable  method  of  reimbursement). 

While  this  aspect  of  hospital  behavior  has  not  been  subject  to  broad 
investigation,  a  study    by  Fred  Hellinger  of  17  short-term  acute-care 
hospitals  in  Ohio    suggests  that  shifting  does  take  place.     Using  only 
hospitals  which  utilized  the  combination  RCCAC  method,  Hellinger  examined 
1970  Medicare  cost  reports.     He  concluded  that  "our  empirical  findings 
support  the  hypothesis  that  hospitals  set  their  rate  structure  in  order  to 
maximize  Medicare  reimbursement.     We  have  shown  that  the  sample  hospitals 
have  relatively  high  profit  ratios  (charges/costs)  in  departments  with 
relatively  high  Medicare  utilization. .. .This  result  suggests  that  the 
Medicare  program  subsidizes  a  portion  of  the  care  provided  to  non-Medicare 
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patients  in  these  hospitals."        Since  Medicaid  uses  a  nearly  identical 
reimbursement  methodology,   it  would  be  reasonable  to  assume  that  comparable 
subsidization  takes  place  between  Medicaid  and  non-Medicaid  patients  and 
that  the  principle  of  isolating  and  assuming  program  costs  is  generally 
not  followed  in  practice.* 

4.     System-Wide  Misallocation 

Since  the  late  1960s  there  has  been  an  increasing  concern  over  an  excess 

of  hospital  beds  and  the  uneconomical  use  of  costly  technology.  Between 

f  •■' ';  |3 1  $  33 

1970  and  1976  hospital  construction  costs  have  exceeded  $29  billion. 

Most  of  that  construction  took  place  in  short-term,  acute-care  community 
hospitals.     Indeed,  between  1964  and  1974  the  number  of  community  hospital 
beds  increased  from  721,000  to  926,000.        The  medical  supplies  and  equip- 
ment component  of  hospital  costs  has  also  increased  to  a  current  annual 
expenditure  of  approximately  $4.3  billion. 

The  rapid  expansion  of  hospital  capital  has,   in  part,  been  linked  to 
the  reimbursement  of  depreciation  and  interest  on  capital  debts  permitted 

under  reasonable  cost.     The  inclusion  of  these  costs  has  been  highly  con- 

3  6 

tested  since  the  beginning  of  the  Medicare  and  Medicaid  programs.  At 

that  time,  many  hospitals  did  not  consider  depreciation  on  operating  costs 

(because  philanthropic  and  charitable  efforts  were  a  primary  source  of 
37 

hospital  capital).         Those  hospitals  which  used  depreciation  often  did 

not  establish  a  separate  account  for  those  funds,  but  used  them  to  supple- 

3  8 

ment  the  daily  operation  of  their  hospital.        During  the  1965  reimbursement 

*The  incidence  of  Medicare  subsidizing  Medicaid  (or  vice  versa)  would 
depend  upon  the  relative  volume  of  the  respective  patients  and  whether  the 
hospital  was  willing  or  capable  of  making  the  necessary  charge  adjustments. 
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negotiations  between  SSA  and  the  hospitals,  SSA  officials  argued  against 
the  unconstrained  payment  for  capital  costs  on  the  grounds  that: 

(1)  Payments  would  be  related  to  the  elderly  pro- 
portion of  the  hospitals'  population  rather  than  its 
need  for  capital;  and 

(2)  By  enabling  the  hospital  to  accumulate  a  large 
capital  reserve,  such  reimbursement  might  over  the  long 
run  make  hospitals  independent  of  community  interest. 
Selective  perpetuation  may  be  desired  and  even  required, 
but  blanket  perpetuation  which  produce  (sic)  unnecessary 
facilities  should  not  be  encouraged. 

(3)  This  approach  would  undermine  federal  and  local 
hospital  planning  efforts  to  allocate  funds  for  changing 
community  needs;  and 

(4)  Indiscriminate  financing  of  health  care  facili- 
ties will  add  to  the  cost  of  care  in  three  ways:      (a)  the 
spending  of  the  money  necessary  to  create  unneeded 
facilities;    (b)   the  expense  of  operating  under  conditions 
of  below-optimum  usage;  and  (c)   the  unneeded  or  unduly 
prolonged  hospital  care  which  will  result  from  the  ten- 
dency to  relax  admission  and  discharge  standards  to  maxi- 
mize the  hospitals'   income  in  order  to  meet  expenses. 
More  important  than  economic  considerations  is  the  fact 
that  unnecessary  hospital  or  medical  care  may  be  a  danger 
to  the  patient. 

Ten  years  later  these  predictions  of  inappropriate  capital  expansions 

have  become  a  reality  —  for  exactly  those  reasons  cited  in  1965.     A  recent 

study  by  the  Institute  of  Medicine  has  argued  that  10  percent  of  the 
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hospital  beds  in  service  are  unnecessary.        An  HEW  report,  prepared  by 
the  Bureau  of  Health  Planning  and  Resource  Development,  claimed  that 
current  excess  capacity  is  twice  that  level.   "If  done  in  an  orderly  manner, 
it  would  appear  that  hospital  capacity  in  the  United  States  could  be  re- 
duced, conservatively,  by  at  least  20  percent  or  more  without  harm  to  the 
health  of  the  American  people."^    Commenting  on  the  current  state  of 


affairs,  David  Warner  has  noted  that: 
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By  1976  all  observers  agree  that  virtually  every  commu- 
nity in  the  United  States  is  adequately  served  with 
community  hospital  facilities.     Rather  than  developing 
a  method  to  subsidize  expensive  overhead  facilities  for 
use  in  emergencies,   the  problem  has  become  one  of 
rationing  such  facilities.     It  has  become  clear  that 
permitting  hospitals  carte  blanche  in  borrowing  to  do 
what  they  like  and  paying  the  loan  back  through  Medi- 
care, Medicaid  and  private  insurance  reimbursement 
(the  percent  of  hospital  construction  financed  by  debt 
increased  from  32  to  58  percent  between  1969  and  1974) 
can  only  lead  to  further  loss  of  control. 

"Reasonable  cost"  reimbursement  has  awarded  hospitals  the  privilege  of 
defining  the  public  good  by  giving  them  considerable  autonomy  in  the 
allocation  of  billions  of  dollars  of  public  funds.     While  this  policy  may 
have  contributed  to  an  improvement  in  the  medical  care  system,   it  is  a 
very  expensive  approach  which  has  not  produced  a  commensurate,  or  even 
identifiably  marginal,  improvement  in  the  health  status  of  our  people. 
The  inappropriateness  of  the  allocation  of  public  resources  by  the  medical 
community  should  be  clear.     Since  hospital  administrators  and  physicians 
derive  their  legitimacy  from  their  technical  proficiency  (and  not  from 
their  community  responsiveness) ,  it  cannot  be  assumed  that  the  medical 
community  will  dispose  of  public  funds  judiciously  and  efficiently.  It 
is  extremely  important,   therefore,   that  the  community  be  actively  involved 
in  local  hospital  expansion  decisions .     This  involvement  can  be  expressed 
through  fund  drives,   issuance  of  bonds  or  local  tax  efforts.  "Reasonable 
cost"  reimbursement  has  helped  to  financially  isolate  the  hospital  and, 
thus,  weaken  that  community/hospital  relationship  to  the  point  where  we 
have,  as  Warner  suggests,   lost  control  of  the  allocation  of  hospital  re- 
sources.    Attempts  to  recapture  that  authority  through  planning  efforts  are 
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hindered  by  the  continued  financing  provided  through  Medicare  and  Medi- 
caid depreciation  and  interest  payment  provisions. 
5.     Rhetorical  and  Operational  Barriers 

"Reasonable  cost"  reimbursement  acts  as  a  rhetorical  and  operational 
impediment  to  alternative  hospital  reimbursement  methodologies.     It  is  a 
rhetorical  impediment  because  any  deviance  from  the  mandated  methodology 
evokes  cries  from  the  hospital  sector  that  the  state  is  not  paying  its 
"reasonable  costs"  and  an  operational  impediment  because,  it  represents 
the  standard  of  adequate  payment  against  which  alternative  systems  are 
compared . 

There  is  an  unavoidable  tendency  to  assume  that  the  name  "reasonable 
cost"  reimbursement  is  an  adequate  and  objective  description  of  the  pro- 
cess.    Our  discussions  with  individuals  in  various  states  indicate  that 
it  is  very  difficult  to  explain  to  a  legislator  or  executive  aide  that 
"reasonable  costs"  are  not  reasonable.     Further,  when  challenged  in  the 
courts,   the  states  are  continuously  placed  in  the  awkward  position  of 
explaining  why  they  should  not  pay  hospitals  their  "reasonable  costs." 

Beyond  the  rhetorical  difficulties,  "reasonable  cost"  is  so  entrenched 

that  it  has  become  the  benchmark  for  evaluating  the  adequacy  of  all  other 

forms  of  reimbursement.     For  example,   the  197  2  Social  Security  Amendments 

permitted  the  states,  with  HEW  approval,  to  develop  their  own  procedures 

A3 

for  paying  hospitals.        That  provision  became  a  part  of  Medicaid  regula- 
tory language  in  1974. 
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According  to  these  regulations  the  states  have  the  option  of  using 
Medicare's  "reasonable  cost"  methodology  or  developing  their  own.  However, 
before  HEW  would  approve  an  alternative  approach,   the  new  plan  must: 

(a)  Have  incentives  for  efficiency  and  economy. 

(b)  Assure  adequate  participation  of  hospitals  and  avail- 
ability of  hospital  services  of  high  quality. 

(c)  Not  reimburse  more  than  what  would  have  been  paid 
through  the  application  of  the  Medicare  standards 
cost  principles. 

44 

(d)  Reimburse  on  a  reasonable  cost  basis.  [emphasis 
added .  ] 

Efficiency,  adequate  participation  of  providers,  availability,  quality 
of  care,  all  of  these  terms  are  not  defined  by  statute  or  by  regulation. 
The  medical  and  academic  communities  are  attempting  to  operationalize  these 
terms  but,  as  of  now,   there  is  no  consensus.     Any  cost  containment  measures 
which  a  state  might  invoke  as  a  means  of  improving  hospital  efficiency  can 
be  legitimately  opposed  by  representatives  of  hospitals  as  either  ineffec- 
tual or  as  detrimental  to  the  quality  of  care.     Only  "reasonable  cost"  has 
an  unambiguous  definition.     Consequently,  only  two  of  the  criteria  are 
clear.     First,   the  alternative  cost  reimbursement  method  must  not  pay  more 
than  would  be  allowed  under  Medicare.     Second,   the  alternative  must  reim- 
burse on  a  reasonable  cost  basis.     One  might  argue  glibly  that  the  latter 
regulation  necessarily  brings  the  state  back  to  Medicare's  "reasonable 
cost."    However,  even  if  MSA  were  willing  to  stretch  its  definition  of  an 
alternative  reasonable  cost  reimbursement  and,  even  if  the  states  were 
capable  of  staving  off  the  hospitals  in  the  courts,  any  payment  mechanism 
which  promises  to  truly  limit  hospital  costs  invites  hospital  withdrawal 
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from  Medicaid.     The  state  must  accept  limited  access  for  its  beneficiaries 
or  return  to  a  payment  mechanism  which  approximates  "reasonable  cost." 
For  example,  assume  that  a  state  places  a   limit  on  total  reimbursements 
at  1.03  percent  of  the  previous  year's  experience  and  allows  for  volume 
adjustment  but  denies  any  exceptions  request.     Further,   let  us  assume 
that  this  level  of  payment  will  not  cover  all  of  the  hospitals'  Medicaid 
costs.     The  hospitals  therefore  can  subsidize  Medicaid,   shift  costs  to 
other  third  parties,  become  more  efficient,   lower  the  quality  of  care  to 
Medicaid  patients  or  discontinue  their  participation  in  the  program.  The 
hospital's  decision  to  continue  to  participate  in  Medicaid  is  strongly 
affected  by  the  relative  proportion  of  Medicaid  patients  it  serves. 
Hospitals  caring  for  a  small  volume  of  Medicaid  patients  may  choose  to 
drop  out  of  the  program  or  to  absorb  the  cost  of  providing  non-remunerated 
care  to  Medicaid  patients.     The  willingness  of  hospitals  to  participate 
will  depend  upon  (1)  the  absolute  and  relative  level  of  costs  not  covered, 
(2)   the  percentage  of  non-Medicaid  patients  with  other  insurance  and/or 
resources,   (3)   the  ability  to  subsidize  Medicaid  via  other  third  parties, 
(4)   the  hospital's  uncommitted  reserves,    (5)  its  access  to  private 
philanthropy,    (6)  its  general  financial  conditions  and  (7)  its  willingness 
to  alter  its  behavior.     If  a  hospital  decides  that  its  subsidization  of 
Medicaid  patients  is  unacceptable  and  if  its  operation  can  be  sustained  by 
non-Medicaid  patients,   it  will  withdraw  from  the  program.     From  the  hospi- 
tal's perspective,   the  decision  to  withdraw  is  more  rational  than  lowering 
the  quality  of  care  or  becoming  more  efficient.     In  the  case  of  the  former, 
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the  hospital  opens  itself   (and  its  doctors)   to  malpractice  suits,  endorses 
an  inferior  form  of  care  which  might  spill  over  onto  non-Medicaid  patients 
and  interferes  with  the  medical  ethics  of  its  physicians.     In  the  case  of 
the  latter,   the  hospital  is  being  asked  to  disturb  existing  practices 
within  the  entire  institution  because  a  small  portion  of  the  patients  is 
not  covering  its  own  costs.     It  should  be  noted  that  the  fragmentation  of 
authority,   the  lack  of  consensus  over  what  is  efficiency  and  the  start-up 
costs  associated  with  any  large  scale  alteration  of  the  status  quo  might 
make  increasing  efficiency  as  distasteful  to  the  organization  as  decreas- 
ing quality. 

Large  volume  Medicaid  hospitals,  however,   do  not  have  the  option  of 
withdrawing.     If  they  cannot  absorb  the  additional  costs,   they  must  either 
receive  direct  subsidies  from  the  government,  reduce  the  cost  of  their 
services  (through  increased  efficiency  or  reduced  quality  of  care)  or 
cease  to  operate.     As  more  private  hospitals  refuse  to  participate,  the 
burden  on  public  hospitals  will  increase.     The  cost  of  these  increases  in 
the  use  of  public  institutions  is  then  shifted  onto  the  local  governments. 
Given  the  fiscal  problems  encountered  by  many  of  our  major  cities,  such  a 
shift  could  not  only  bear  heavily  upon  the  insufficient  resources  avail- 
able to  the  cities,  but  also  increase  reliance  upon  a  far  more  regressive 
tax  structure.     Additionally,  a  limit  on  hospital  costs  would  encourage 
transferral  of  Medicaid  patients  to  skilled  nursing  facilities  or  inter- 
mediate care  facilities.     The  decision  to  transfer  would  be  a  function  of 
the  patient's  condition,   the  costs  incurred  and  the  availability  of  beds 
in  skilled  and  intermediate  care  facilities.     Some  patient  transfers  may 
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be  quite  appropriate,  others  may  be  medically  inadvisable.     In  any  case, 
outlays  for  skilled  nursing  or  intermediate  care  will  increase,  partially 
offsetting  the  reduced  hospital  expenditures. 

The  point  which  should  be  emphasized  is  that,  as  long  as  Medicaid 
alone  attempts  to  contain  hospital  costs,  there  will  be  systematic  re- 
sponse by  the  industry  which  will  ultimately  force  high  volume  Medicaid 
hospitals  and  the  recipients  themselves  to  absorb  the  efficiency  measures. 
Therefore,  if  the  state  wishes  to  continue  to  offer  its  clients  access  to 
hospital  care,  it  must  reimburse  at  a  level  very  close  to  "reasonable 
cost  reimbursement." 

Despite  these  potential  problems,  several  states  have  initiated 
alternatives.     In  the  five  years  since  Congress  expressed  a  desire  that 
the  states  design  their  own  reimbursement  methodologies,  six  states  have 
requested  and  received  HEW  approval:     New  York  (1971),  Massachusetts 
(1972),  Colorado  (1972),  California  (1975,  subsequently  denied  in  1977), 
Michigan  (1976)  and  Illinois  (1976).     The  states  have  encountered  con- 
siderable resistance  from  the  hospitals  and  have  had  to  weave  their  way 

through  a  number  of  court  injunctions.     We  have  little  data  on  the  imple- 
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mentation  and  consequences  of  the  methods  adopted.  We  do  know,  however, 
that  they  fall  under  the  rubric  of  prospective  reimbursement. 

It  is  our  contention  that  these  methods  have  not  and  possibly  may 
not  be  able  to  break  the  hospital  cost  spiral.    We  examine  the  nature  of 
these  incentives  and  prospective  systems  in  the  following  section. 
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F.       Capital  Controls  and  Experimental  Reimbursement 

As  soon  as  Medicare  and  Medicaid  went  into  operation,  medical  cost 

inflation  began  to  receive  public  attention.     Before  1966  the  medical  care 

price  index  rose  at  an  annual  rate  of  2.5  percent;  the  1966  index  rose  6.6 
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percent.        Hospital  charges  had  risen  6.0  percent  per  year  between  1960 
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and  1965;  in  1966  they  increased  16.5  percent.         The  Johnson  Administra- 
tion recognized  the  problem  of  rising  medical  costs  by  convening  confer- 
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ences  and  commissioning  reports.         From  these  came  two  recommendations 
for  Medicare  reimbursement  that  the  Administration  included  in  legislative 
proposals:     (1)  depreciation  reimbursement  should  be  contingent  on  funding 
and  approval  of  capital  expenditures  by  state  planning  agencies;  and  (2) 
incentives  for  efficiency  should  be  included  in  the  reimbursement  formula. 
The  latter  was  first  authorized  in  1968  and  both  were  formally  integrated 
into  the  programs  with  the  1972  passage  of  HR  1.     Section  1122  of  the 
Social  Security  Act  required  health  planning  agency  approval  before 
Medicare  or  Medicaid  would  reimburse  depreciation  of  interest  on  loans 
for  capital  expansion.     Section  222  of  the  1972  Amendments  to  the  Social 
Security  Act  set  forth  the  conditions  for  designing  and  establishing  pro- 
spective reimbursement  systems  for  hospitals.     Parallel  efforts  at  the 
state  level  indicated  a  semblance  of  governmental  consensus  as  to  how  to 
deal  with  hospital  costs.     Section  1122  was  transformed  into  a  more  encom- 
passing Certificate  of  Need  program  which,  depending  upon  the  state,  could 
deny  a  hospital  its  license  if  it  ignored  state  planning  agency  disapproval. 
Section  222  became  a  part  of  a  larger  effort  of  states  to  regulate  hospital 
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rates  through  rate  commissions  and  voluntary  experimental  programs  spon- 
sored by  Blue  Cross  and  other  public  or  quasi-public  agencies. 

Both  regulation  of  capital  expansion  and  the  development  of  incen- 
tive reimbursement  were  viewed  as  a  means  of  circumventing  the  undesirable 
aspects  of  cost-based  reimbursement.     Both  were  identified  as  the  only 
viable  means  of  controlling  hospital  costs  short  of  overhauling  the 
system.*    Both  have  proven  to  be  surprisingly  ineffective. 

Certificate  of  Need  was  first  enacted  in  New  York  in  1965.  Five 
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years  later,  14  states  had  adopted  Certificate  of  Need  legislation. 
Today,   28  states  have  enacted  Certificate  of  Need  legislation."^    All  but 
one  state  has  a  Certificate  of  Need  and/or  a  Section  1122  program.  ^  The 
underlying  rationale  for  this  regulation  has  been  that  (1)  we  have  an  exces- 
sive number  of  hospital  beds,   (2)  the  medical  marketplace  does  not  provide 
efficient  constraints  on  capital  expansion,    (3)   the  cost  for  supporting 
unnecessary  hospital  facilities  is  borne  by  the  public  via  higher  taxes, 
health  insurance  premiums,  and  direct  charges,  and   (4)   the  only  means  for 
controlling  these  costs  is  through  direct  regulation. 

The  remarkable  aspect  of  the  Certificate  of  Need  movement  has  been 
the  assumption  that  the  process  works.     Without  any  evidence,  states 
assumed  that  an  objective  method  for  establishing  "need"  could  be 
developed,   that  a  neutral  mechanism  for  applying  those  standards  could 
be  devised  and  that  hospitals  would  not  and  could  not  meaningfully  cir- 
cumvent the  process. 


*See  the  chapter  on  health  maintenance 


organi zations « 
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The  assumption  --  that  the  process  works  --  rarely  took  into  account 
any  displacement  effects.     If  a  hospital  is  prevented  from  building  addi- 
tional beds  and  it  is  intent  on  expanding  its  services,   it  can  increase 
noncapital  expenditures  or  purchase  capital  not  covered  by  the  Certificate 
of  Need  legislation.     The  consumer,   on  the  other  hand,  can  respond  to  a 
limited  number  of  beds  by  substituting  other  hospital  services  (for 
example,  outpatient  visits).     A  significant  shift  in  this  direction  would 
naturally  increase  the  cost  of  these  substitutes.     While  such  a  shift 
might  reduce  total  costs,   the  reduction  would  be  less  than  that  expected 
under  conditions  of  zero  substitution. 

The  identification  of  need  often  wished  away  the  arbitrary  nature  of 

many  health  planning  standards.     Hospital  bed  ratios,   for  example,  have 

become  a  benchmark  for  health  planners  and  yet  these  ratios  are  frequently 

derived  from  overly  simplistic  models  which  provide  only  the  illusion  that 

hospital  bed  "need"  can  be  precisely  determined.     Standards  governing  the 

"need"  for  capital  investments  (other  than  beds)  are  even  less  precise. 

Further,   the  ambiguity  and  uncertainty  surrounding  present  planning  tools 

have  serious  implications  for  future  development  within  the  health 

delivery  system.     Haphazard  constraints  on  building  and  capital  investment 

have  repercussions  which  reach  far  beyond  the  hospital's  physical  plant. 

In  this  regard  Mary  Ingbar  has  noted  that 

any  change  in  the  health  care  system  both  reflects  and 
creates  changes  in  consumer  perceptions  of  what  care 
they  need,  how  much  they  will  demand,  and  when  and  where 
they  will  use  services.     For  any  anticipated  quantita- 
tive level  of  care,  moreover,  resource  requirements  may 
differ,  depending  how  facilities  and  manpower  are 
organized  and  the  extent  to  which  their  productivity  is 
enhanced  or  diminished.-^ 
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Since  the  Certificate  of  Need  process  presently  cannot  take  these 
as  well  as  other  pertinent  factors  into  account,  the  prospect  for 
effective  cost  containment  and  an  optimal  allocation  of  hospital  resources 
becomes  highly  doubtful.     The  neutrality  of  the  process  was  necessarily 
disturbed  by  the  reliance  of  many  planning  agencies  on  local  financing, 
on  information  generated  by  providers,  and  on  provider  cooperation  and 
support . 

Finally,  hospitals  responded  to  the  Certificate  of  Need  in  a  manner 
which  acted  to  reinforce  and  nullify  the  regulatory  effort.     On  one  hand, 
Certificate  of  Need  allegedly  provided  a  deterrent  effect  as  hospitals 
refrained  from  building  or  even  seeking  permission  to  expand.     On  the 
other  hand,  hospitals  supposedly  have  struck  a  negotiation  stance  in  which 
they  would  ask  for  more  than  they  wanted  with  the  expectation  that  they 
would  be  "bargained"  down.     Finally,   the  establishment  of  need  criteria, 
arbitrary  or  not,  placed  a  premium  on  being  the  first  hospital  to  expand 
to  fill  whatever  perceived  unmet  need  existed.     Thus,  if  only  one  CAT 
scanner  was  designated  as  necessary  for  a  given  area,   there  exists  an 
incentive  for  all  hospitals  in  that  region  to  be  the  first  to  acquire  the 
scanner  since  it  would  necessarily  increase  the  status  of  the  selected 
hospital  vis-a-vis  other  hospitals  in  the  region.     The  Certificate  of 
Need  process  thus  acts  as  a  means  for  granting  franchises  or  monopolies 
on  specific  services  for  a  given  area.     The  monopoly  potential  also 
prompts  hospitals  to  purchase  new  technological  goods  prior  to  the  estab- 
lishment of  minimum  service  areas  thereby  preventing  their  institutions 
from  being  finessed  out  of  a  favorable  position  by  another  hospital. 
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Unfortunately,  this  causes  hospitals  to  expand  more  rapidly  than  they 
might  without  Certificate  of  Need.     It  also  places  undue  pressure  on  the 
appeals  process  and  the  granting  of  exceptions  through  political  prooess. 

Descriptive  studies  of  Certificate  of  Need  cannot  adequately  evaluate 
the  deterrent,  negotiation  and  first- to-acquire  incentives.  Descriptive 
studies  for  the  most  part  discuss  the  number  of  requests  submitted,  the 
number  and  monetary  value  of  requests  granted  a  Certificate  of  Need  and 
the  number  and  value  of  requests  denied.     The  tabulation  of  denials  is 
then  used  to  indicate  success.    As  noted,  those  denials  could  as  easily 
represent  inflated  requests. 

Analytical  studies  which  attempt  to  statistically  control  for  the 
impact  of  Certificate  of  Need  did  not  appear  until  1975,   ten  years  after 
New  York  passed  the  first  Certificate  of  Need  legislation.     Most  notably, 
Rothenberg  (1975),  Hellinger  (1975)  and  Salkever  and  Bice  (1976)  found 

that  there  was  scant  empirical  evidence  to  suggest  that  Certificate  of 
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Need  was  effective.        The  Salkever  and  Bice  study,  which  examined  changes 

in  total  plant  assets  in  short-term  hospitals,  changes  in  beds  in  these 
hospitals  and  changes  in  plant  assets  per  bed,  found  that  Certificate  of 
Need  tended  to  impact  negatively  on  the  changes  in  hospital  beds  and 
positively  on  the  plant  assets  per  bed.     The  total  effect  on  per  capita 
costs  "was  negligible"  and  perhaps  even  slightly  positive.        In  short, 
virtually  no  evidence  was  found  to  support  the  presumption  that  Certificate 
of  Need  programs  would  effectively  control  hospital  costs. 

Recognizing  the  obstacles  to  effective  regulation  in  the  face  of 
"powerful  incentive  systems  whose  rewards  and  penalties  encourage  pre- 
cisely the  opposite  results  of  those  sought  by  the  program, "^^  another 
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major  approach  to  cost  containment  has  received  considerable  attention  — 
incorporation  in  hospital  payment  of  incentives  for  efficient  delivery  of 
care.     Although  the  concept  of  "incentive  reimbursement'1  has  evolved  into 
the  broader  concept  of  "prospective  reimbursement,"  historical  differences 
in  emphasis  make  it  appropriate  to  consider  them  one  at  a  time. 

Incentive  reimbursement  came  to  prominence  in  the  hospital  payment 
field  almost  immediately  after  Medicare  and  Medicaid  expanded  the  applica- 
tion of  cost  reimbursement.     Conventional  wisdom  had  it  that  no  system 
could  be  more  likely  to  encourage  inefficiencies,  waste  and  uncontrollable 
costs  than  the  one  adopted.     Accordingly,   there  was  a  hue  and  cry  in  the 
health  field  for  incentives  to  encourage  efficiency  in  hospital  reimburse- 
ment.    The  result  was  experimentation  with  reimbursement  "incentives"  both 
in  the  private  and  public  sectors.     It  was  felt  that  if  similar  hospitals 
could  be  made  to  compete  with  each  other  to  contain  costs,   the  deleterious 
effects  of  cost  reimbursement  could  be  overcome.     The  relative  cost 
experience  then  became  the  base  and  rewards  were  structured  for  those 
hospitals  whose  cost  experience  was  below  the  mean  for  their  group. 

Evidence  from  1967-1972,  when  these  experiments  were  in  their  heyday, 
reveals  the  limitations  of  the  incentive  approach.     First,  proponents  of 
incentive  reimbursement  ignored  the  absence  of  consensus  on  the  meaning  of 
output  and  quality,  without  which  the  concept  of  "efficiency"  is  meaning- 
less.    In  advocating  attention  to  incentives,  Charles  Schultze  emphasizes 
that 
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...the  development  of  incentive  systems  requires  that 
particular  attention  be  paid  to  the  careful  specifica- 
tion of  objectives  and  the  measurement  of  performance 
in  the  light  of  these  objectives.     We  must,   after  all, 
first  decide  what  it  really  is  that  we  wish  to  provide 
rewards  for  or  penalties  against  before  we  can  devise 
positive  incentive  schemes  or  modify  existing  ones.^6 

In  lieu  of  any  detailed  specification  of  desired  outcomes,  incentive 
reimbursement  was  designed  as  a  system  of  monetary  incentives  which  pre- 
sumed that  hospitals  would  respond  in  a  fashion  similar  to  the  competitive 
firm.     The  expectation  that  incentives  or  externally  imposed  budgets  would 
force  an  improvement  in  hospital  efficiency  presupposes  that  efficiency 
can  be  defined  and  that  the  incentive  rewards  are  meaningful.  However, 
before  efficiency  can  be  evaluated  there  must  be  some  consensus  as  to  what 
constitutes  output  and  quality.     Without  both  output  and  quality  defined, 
an  absolute  decline  in  total  costs  might  indicate  (1)  an  improvement  in 
efficiency  (production  of  the  same  quality  of  output  at  less  cost),   (2)  a 
decline  in  output  or  (3)  a  deterioration  in  quality.     Unfortunately,  there 
are  serious  conceptual  problems  with  defining  either  of  these  terms  as  they 
pertain  to  hospitals.     The  reason  lies  in  the  complexities  of  providing 
multidimensional  medical  services  in  an  institutional  setting  and  the 
absence  of  a  measurable  common  denominator.     Generally,   the  literature  of 
medical  care  incorporates  some  form  of  the  following  output  definitions: 
patient-days,  specific  services  rendered,   episode  of  illness,  health  levels 
and  a  composite  of  one  or  more  of  the  above.     Without  going  into  detail, 
all  of  these  approaches  have  severe  deficiencies  which  preclude  an 
analytically  rigorous  focus  on  hospital  production  and  output. ^     One  noted 
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authority  in  health  research  concluded  that  "there  appears  to  be  no  agree- 
ment, either  on  a  conceptual  or  merely  definitional  level,  among  those 

who  have  most  intensively  studied  the  economics  of  hospitals  on  what  the 
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appropriate  measure  of  output  is  or  should  be." 

Second,  incentive  schemes  assume  that  the  hospital  functions  under  a 
unified  and  hierarchical  organizational  structure  in  which  administrators 
control  organizational  production  and  that  administrators  have  a  stake  in 
minimizing  costs.     The  first  assumption  ignores  the  dispersion  of  decision- 
making authority  that  is  a  unique  characteristic  of  hospital  management 
and  is  largely  responsibile  for  cost  inflation.     Some  policy  decisions, 
such  as  plant  expansion,  reside  primarily  with  the  board  of  trustees  or 
directors.     Other  aspects  of  hospital  operations,  such  as  supply  and  pur- 
chasing policies,  may  be  in  the  domain  of  the  administrator.  Admission 
and  provision  of  medical  care,  for  example,  come  under  the  authority  of 
department  heads  and  the  medical  staff.    All  of  these  decisions  embody 
significant  hospital  cost  implications.    An  outline  of  the  various  decision- 
making structures  that  exist  in  hospitals  is  of  vital  importance  in  evalu- 
ating the  appropriateness  and  cost-controlling  potential  of  an  incentive 
reimbursement  mechanism. 

In  1971  Roemer  and  Friedman  published  a  major  study  analyzing  the 
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impact  of  medical  staff  organization  on  hospital  performance.  The 
authors  found  that  a  more  structured  and  disciplined  medical  staff 
organization  (characterized  by  factors  such  as  a  higher  degree  of 
hospital-based  physicians  in  contractual  practice,  departmentalization  of 
medical  staff,  systematic  appointment  procedures  and  ongoing  control 
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committees)  was  associated  with  a  higher  level  of  hospital  efficiency. 
The  Roemer-Friedman  study  raises  two  questions  with  respect  to  any  incen- 
tive reimbursement  proposal:     (1)  What  is  the  prevailing  structure  of 
medical  staff  organization  among  hospitals?  and  (2)  If  it  is  relatively 
unstructured  in  operational  terms,  how  will  incentive  reimbursement 
achieve  a  higher  level  of  medical  staff  organization?    These  issues  are 
insufficiently  addressed  in  incentive  reimbursement  programs. 

Even  the  assumption  that  administrators  are  responsive  to  monetary 
incentives  is  subject  to  question.    Administrators  derive  prestige  and 
professional  advancement  from  the  size  and  reputation  of  their  institu- 
tions and  their  medical  staffs.     As  former  Medicare  official  Irwin 
Wolkstein  has  observed: 

The  success  of  a  hospital  in  its  administration  may  be 
measured  not  merely  by  hospital  efficiency  but  also  by 
the  completeness  of  hospital  facilities,  the  makeup  of 
its  staff,  and  the  wealth  of  its  patients.  None  of  these 
is  necessarily  highly  correlated  with  ef f iciency . . . . ^0 

The  ability  of  incentive  reimbursement  schemes  to  override  these 
obstacles  was  significantly  limited  by  the  voluntary  nature  of  the  incen- 
tive experiments.     Neither  private  Blue  Cross  plans  nor  Medicare  and 
Medicaid  could  require  hospitals  to  participate  in  alternatives  to  reason- 
able cost  reimbursement;  incentive  schemes  were,  therefore,  designed  to 
avoid  complexity  and  conflict.     Accordingly,  they  focused  on  the  hotel 
more  than  the  medical  component  of  hospital  services,  evaluated  perfor- 
mance within  each  hospital  rather  than  for  the  community  as  a  whole  and 
were  restricted  to  reliance  on  positive  incentives  or  financial  rewards 
rather  than  the  more  powerful  tools  of  limits  or  sanctions.  These 
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rewards  had  only  limited  appeal.     Administrators  facing  a  choice  between 
full  cost  reimbursement  and  a  share  in  any  savings  below  a  target  (as 
under  an  incentive  scheme)  would  have  little  reason  to  prefer  the  latter. 
Since,  in  nonprofit  institutions,  all  revenues  go  to  hospital  expenses, 
hospital  administrators  are  no  better  off  financially  saving  money  in 
order  to  spend  it  than  simply  spending  money  and  receiving  full  cost 
reimbursement . ^ 

Throughout  this  process  of  developing  suitable  incentives,   a  fact 
that  is  often  ignored  is  that  monetary  rewards  may  present  almost  as  many 
problems  as  sanctions.     In  a  sector  subject  to  regulatory  constraints,  in- 
centives must  be  used  by  the  hospital  in  a  way  that  does  not  violate  those 
regulations  —  particularly  the  charitable  nonprofit  tax  exempt  status  of 
the  hospital  and  1122  and  Certificate  of  Need  legislation.     For  example, 
if  monetary  rewards  cannot  be  spent  on  expanding  capital  or  services, 
what  can  a  hospital  do?     Since  there  are  no  stockholders,  dividends 
cannot  be  issued.     The  dissemination  of  bonuses  among  trustees,  administra- 
tors and  physicians  may  violate  the  tax  status  provisions.     And  a  lowering 
of  charges  may  have  an  undesirable  impact  on  reimbursements  for  the  next 
year.     While  the  extent  of  this  problem  is  unknown,  discussions  in  Michigan 
offer  some  anecdotal  information  about  a  hospital  in  a  Blue  Cross  experi- 
ment whose  rewards  for  efficiency  could  only  be  spent  in  the  expansion  of 
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the  hospital's  library. 

Finally,  expectations  of  the  effectiveness  of  financial  rewards  in  a 
single  year  ignore  the  continuing  nature  of  reimbursement  negotiations. 
Hospital  administrators,  like  government  contractors  in  other  fields, 
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take  a  long-term  view  of  the  reimbursement  process,     If  reimbursement  is 
based  on  a  target,  for  example,  hospital  administrators  are  as  much,  if 
not  more,  concerned  with  the  level  of  the  target  than  with  any  reward 
they  might  gain  from  performance  below  target.     Should  performance  fall 
too  far  below  target,  it  would  reduce  the  administrators'  capacity  to 
negotiate  a  higher  target  in  future  years. 

The  limited  impact  of  incentives  on  costs  is  apparent  in  the  outcome 
of  the  experimental  movement.     Medicare  officials  approached  experimenta- 
tion cautiously  and,  until  the  mid-seventies,   undertook  very  few  experi- 
ments of  this  nature.     Those  they  initiated  before  197  2  confirmed  the 

inadequacies  of  voluntary  incentive  reimbursement  and  had  little  or  no 
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errect  on  costs. 

Rising  hospital  costs  and  the  ineffectiveness  of  highly  touted  solu- 
tions have  created  more  rhetoric  than  action  from  the  federal  government. 
But  state  governments  (responsible  for  Medicaid  expenditures  and  regula- 
tion of  Blue  Cross  premiums)  and  Blue  Cross  plans  themselves  have  tried 
to  go  beyond  positive  incentives  in  their  efforts  to  restrain  hospital 
reimbursement.     These  efforts  come  under  the  rubric  of  prospective  pay- 
ments —  broadly  defined  as  payment  set  in  advance.     Expectations  that 
prospective  payments  will  contain  costs  are  based  on  the  premise  that 
advance  determination  of  liability  will  limit  the  payer's  obligation  and 
encourage  efficient  management  of  funds  by  recipient  institutions.  Retro- 
active reimbursement  has  neither  of  these  features.     But,  as  a  former 

Medicare  official  observed,  prospective  reimbursement  is  a  mechanism,  not 
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a  policy.        Experience  to  date  with  prospective  reimbursement  (assessed 
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by  the  Social  Security  Administrator's  Office  of  Research  and  Statistics) 
reveals  that  a  change  in  timing  does  not,  in  itself,  eliminate  the  standard 
of  "reasonable  costs"  from  hospital  payment,  nor  the  values  and  politics 
on  which  it  is  based.    For  example,  although  payers  and  regulators  have  a 
variety  of  objectives,   they  frequently  commit  themselves  to  payment 
"reasonably  related  to  the  efficient  production  of  services  of  good 
quality."        However,  without  an  objective  measure  of  "efficient"  or 
"effective"  medical  care,  the  necessary  data  or  the  accepted  analytical 
techniques  to  evaluate  hospital  performance,   the  goal  of  linking  payment 
to  the  efficient  production  of  quality  services  remains  undefinable  and 
largely  rhetorical.     The  result  is  that  third  parties  and  regulators 
define  "reasonable"  in  terms  of  hospitals'  actual  cost  experience,  for 
the  most  part  accept  the  structure  of  the  existing  delivery  system  and 

address  only  incremental  changes  in  hospital  behavior  that  seem  particu- 
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larly  egregious. 

Third  parties'  ability  to  contain  even  these  increments  is  restricted 
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to  the  share  of  hospital  costs  that  their  payment  scheme  covers.        As  long 
as  there  are  multiple  payers  with  separate  and  different  payment  arrange- 
ments, hospitals  can  play  payers  off  against  each  other,  i.e.,  shift  costs 
that  one  does  not  cover  onto  others.     Divided  payment  responsibility  also 
weakens  payer  resistance,  both  economic  and  political;  for,  each  third 
party's  constituency  bears  only  part  of  the  burden  of  rising  costs. 

These  generic  problems  have  produced,  at  best,   tenuous  results  from 
experiments  with  incentive  reimbursement,  rate  regulation  and  prospective 
budgeting.     Currently,   23  states  and  more  than  25  percent  of  the  nation's 
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hospital  beds  are  involved  in  some  sort  of  rate  regulatory 
While  the  experience  to  date  is  not  conclusive,  it  is  suggestive. 
For  example,  after  analyzing  three  East  Coast  experiments,  Fred  Hellinger 
concluded  that 

The  budget  review  programs  in  New  Jersey  and  Rhode  Island, 
with  rates  set  through  a  hospital -by-hospital  review,  were 
ineffective  in  controlling  hospital  costs.     Results  from 
the  evaluation  of  the  budget  review  and  formula-determined 
prospective  rate  system  in  Western  Pennsylvania  indicate 
that  experimental  hospitals  registered  smaller  increases 
in  costs  for  no n- physician- dominated  departments  (e.g., 
operation  of  plant,  maintenance,  dietary,  laundry  and 
linen)   than  control  hospitals.     We  must  remember,  however, 
that  only  five  hospitals  participated  in  the  Blue  Cross 
of  Western  Pennsylvania  experiment  and  these  hospitals 
were  self -selected, ^ 

Ralph  Berry's  examination  of  the  New  York  prospective  program  was 

particularly  significant  given  that  New  York  was  one  of  the  first  states 

to  embark  upon  a  systematic  attempt  to  control  hospital  costs.  Berry's 

analysis  provoked  a  tentative  conclusion: 

...that  prospective  rate  reimbursement  has  had  an 
impact  in  New  York.     But  to  say  that  there  has  been 
an  impact  is  not  to  say  that  it  has  "worked"  in  some 
normative  sense.     The  impact  has  included  not  only 
some  net  moderation  in  the  rates  of  increase  of 
prices  and  costs,  but  apparently  some  increase  in 
average  lengths  of  stay  and  occupancy  rates  as  well. 
It  is  unlikely  that  anyone  would  consider  the  ap- 
parent length  of  stay  effect  on  "success."  Indeed, 
the  total  cost  of  the  hospital  system  is  undoubtedly 
the  variable  of  ultimate  interest  to  the  public  and 
the  policy  maker,  not  the  rate  of  change  per  unit 
co  s  t .  1 

Finally,  Harold  Reinhold's  review  of  the  industrial  engineering 
approach  of  incentive  reimbursement  used  in  California,   the  prospective 
rates  and  target  budgeting  in  Connecticut  and  the  formula  measurement  of 
hospital  performance  in  New  York,  produced  the  following  conclusions: 
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Heretofore,   the  incentive  and  prospective  reimburse- 
ment concept  has  come  perilously  close  to  achieving  the 
status  of  a  cure-all  for  the  ailing  hospital  care  system. 
It  has  called  forth  a  phalanx  of  primarily  academic  re- 
searchers who  have  raised  and  resolved  generally  academic 
issues.     It  has  capitvated  the  bureaucracy  with  the 
promise  of  solving  the  growing  problem  of  accelerating 
hospital  costs.     Law-making  bodies,  as  well  have  been 
intrigued  with  its  budgetary  implications.     Indeed,  the 
intrinsic  nature  of  incentives  may  be  regarded  as  per- 
sonifying one  of  the  most  positive  features  of  the 
American  free  enterprise  system.     To  be  against  incen- 
tives, a  reader  of  the  literature  may  conclude,  is  to 
impugn  Old  Glory. 

In  the  actual  formulation  and  construction  of  incen- 
tive systems,  however,  a  series  of  definitional,  method- 
ological, analytical  and  administrative  problems  have 
been  glossed  over  or  assumed  out  of  existence.  Also 
largely  ignored  have  been  the  institutional  constraints 
placed  upon  hospitals  and  the  intricate  (and  frequently 
baffling)  nature  of  the  hospital  decision  making  process. 
Nevertheless,   though  the  concept  of  incentives  has 
been  pushed  to  the  forefront,  we  still  do  not  know  what 
qualitative  type  of  incentives  they  are:     We  only  know 
that  so  far  they  have  not  produced  the  desired  results. ^ 

As  noted  above,   these  meager  results  are  partly  related  to  the  struc- 
ture of  particular  experiments  and  unsophisticated  payment  techniques. 
Payment  techniques  can  be,  and  are  being,   improved  in  light  of  experience. 
Even  with  these  improvements,  however,   the  state  (or  any  partial  payer  for 
hospital  services)  continues  to  be  at  a  disadvantage  in  bargaining  with  the 

hospitals.     Why  is  this?     The  reasons  are  suggested  by  Thomas  Schelling  in 
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his  classic  paper,   "An  Essay  on  Bargaining." 

As  bargainers  with  the  hospital  industry,   the  federal  and  state 

governments  have  undergone  a  basic  change  in  the  past  few  years.     With  the 

passage  of  Title  XVIII  and  XIX,  government  and  the  hospitals  were  engaged 

primarily  in  the  efficiency  aspect  of  bargaining  or  "that  part  of  bargain- 
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ing  that  consists  of  exploring  mutually  profitable  adjustments." 
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Government  was  eager  to  legitimize  its  new  health  programs  and  its  expanded 
function  as  a  fiscal  intermediary.     This,   in  turn,   required  maximum  partici- 
pation in  Medicare  and  Medicaid.     Hospitals  viewed  government's  new  involve- 
ment in  health  care  as  means  of  increasing  payment  for  services  rendered  to 
the  poor  and  those  threatened  with  medical  indigency.     It  was  also  seen  as 
means  of  improving  the  quality  of  care,     Not  only  would  the  newly  entitled 
government  beneficiaries  receive  care,  but  the  care  they  --  and  the  rest  of 
the  community  —  received  would  be  more  extensive  and  intensive:     it  would 
be  newer  and  better.     The  resolution  of  this  bargaining  process  was  "reason- 
able cost"  reimbursement. 

By  the  1970s,  inflation,  program  success  and  tightened  fiscal  condi- 
tions had  forced  many  states  into  the  distributional  aspect  of  bargaining 

or  "the  situation  in  which  a  better  bargain  for  one  means  less  for  the 
75 

other."        That  transition  has  forced  the  state  to  change  its  role  from 
that  of  a  supplicant  to  one  of  a  friendly  adversary.     It  has  had  to  con- 
vince the  hospitals  of  the  seriousness  of  Medicaid's  financial  status,  of 
the  hospitals'   contribution  to  that  fiscal  discomfort  and  of  the  need  for 
the  hospitals  to  give  up  "reasonable  cost"  reimbursement  for  some  less 
lucrative  alternative.     In  other  words,   the  state  must  convince  the 
hospitals  that  it  has  no  other  option.     "The  power  to  constrain  an  adver- 
sary," observes  Schelling,  "may  depend  on  the  power  to  bind  oneself;  that 
in  bargaining  weakness  is  often  strength,   freedom  may  be  freedom  to 

capitulate,  and  to  burn  bridges  behind  one  may  suffice  to  undo  an  oppo- 
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nent.  In  many  instances  the  state  must  demonstrate  that  it  has 

insufficient  gross  revenues  to  meet  expected  expenditures,   that  it  is 
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legally  incapable  of  deficit  spending,   that  it  has  pared  down  expenditures 
as  far  as  possible  outside  of  Medicaid  and  then,  that  it  has  cut  the  "fat" 
out  of  all  other  parts  of  the  Medicaid  program.     It  must  convince  the 
hospitals   (and  the  community)  that  it  has  exhausted  all  other  channels  and 
all  other  options.     The  reason  the  state  must  go  through  these  contortions 
is  because  of  the  political  primacy  of  the  hospitals'  position.     As  medical 
care  has  become  a  perceived  right  of  citizenship,   the  hospital  has  become 
the  perceptual  center  of  that  right.     More  than  a  symbol  of  medical  care, 
the  hospital  represents  the  only  setting  where  the  acutely  ill  may  be 
treated.     Denial  of  hospital  care  is  perceived  as  tantamount  to  denial  of 
the  right  to  life.     This  is  a  barrier  which  must  be  continually  scaled  as 
policy  makers  attempt  to  curtail  hospital  costs. 

Since  restricting  hospital  payment  will  necessarily  place  constraints 
on  the  hospitals'  autonomy,   the  state  must  demonstrate  that  the  alterna- 
tive reimbursement  system  is  reasonable,   equitable  among  institutions  and 
consistent  with  quality  care.     Faced  with  this  burden,   the  state  must  seek 
a  level  of  precision  that  has  exceeded  its  technical  capacity.     To  the 
present,  hospitals  have  been  both  the  keepers  of  all  the  pertinent  data  as 
well  as  the  primary  evaluators  of  the  data.     Often,   truth  has  been  in  the 
hands  of  the  hospitals.     The  states  have  been  hard  put  to  rebut  the  charges 
of  "dangerously  lowering  the  quality  of  care"  when  levied  by  a  panel  of 
private  hospital  administrators  and  physicians.     Further,   the  state  is 
formally  wedded  to  general  principles  of  quality  care.     The  applications 
of  these  principles  are  usually  left  up  to  the  provider.     Claims  that  the 
state  has  "abandoned"  these  principles,  or  that  the  hospitals  remain  stead- 
fast to  principles,  acts  to  strengthen  the  hospitals  bargaining  stance. 
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With  Medicaid  the  central  issue,   the  state's  bargaining  agent  may 
commit  the  program  to  a  particular  alternative  without  representing  or 
controlling  the  other  pertinent  government  and  quasi-public  agencies. 
On  the  other  hand,   the  hospitals'  bargaining  agent  will  represent  the 
hospitals  but  may  not  commit  them  to  a  given  policy.     Thus,  any  Medicaid 
agency  lacking  support  or  cooperation  from  the  Medical  Services  Adminis- 
tration,  the  HEW  Regional  Office,  the  state  legislature,  the  governor's 
office,   the  State  Department  of  Management  and  Budgeting,  the  Department 
of  Public  Health,  the  insurance  commissioner,   the  appropriate  licensing 
boards,  the    Certificate  of  Need  agency,   the  health  service  agency  and/or 
the  professional  standards  review  organizations,  may  find  it  extremely 
difficult  to  strike  a  hard  bargain  or,  if  it  has  done  so,  to  implement 
the  agreement.     Since  each  hospital  may  choose  to  participate  in  Medicaid, 
the  agent  bargaining  on  behalf  of  the  hospitals  may  not  bind  any  of  the 
institutions  to  an  agreement.     The  agent  may  express  concern,  relay  infor- 
mation, express  hospitals'  sentiment  and  speculate  on  the  outcome  of  any 
given  reimbursement  alternative.     The  explicit  inability  to  bind  represented 
hospitals  to  any  agreement  is  critical.     It  sets  a  tone  of  uncertainty.  It 
makes  the  state  responsible  for  the  actions  of  the  hospital.     It  allows  the 
hospitals  to  react  to  state  policy  with  varying  degrees  of  severity  and,  it 
forces  a  rather  liberal  exceptions  process  (that  is,  the  state  is  compelled 
to  bargain  with  the  hospitals  individually). 

The  following  scenario  suggests  how  this  might  work.     Assume  that  a 
Medicaid  director  feels  compelled  to  limit  hospital  reimbursement  to  1.06 
percent  of  the  estimated  experience  of  the  previous  year.    Volume  adjust- 
ments will  be  applied  but  there  will  be  no  exceptions.    He  informs  the 
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hospital's  agent.     The  agent  relays  the  proposal  to  the  hospital  and  then 
tells  the  director  that,  "While  some  of  the  institutions  can  live  within 
that  limit,  others  clearly  cannot.     Therefore,  if  Medicaid  insists  on 
setting  such  an  arbitrary  ceiling  on  its  payments,  the  director  must  bear 
the  full  responsibility  for  his  actions."    The  Medicaid  director  accepts 
the  threat  and  the  limit  is  imposed.     The  next  day  four  prominently  placed 
hospitals  start  turning  away  Medicaid  patients.     They  argue  that  they  are 
barely  solvent,  that  costs  have  risen  astronomically,  that  Medicaid  was 
forcing  them  either  to  provide  substandard  care  or  make  non-Medicaid  pa- 
tients subsidize  the  state  and  that  neither  option  was  tenable.  Other 
hospitals  threaten  to  drop  out  of  the  program.     High  volume  Medicaid  hos- 
pitals preach  doom  and  disaster.    Medical  societies  express  concern  and 
outrage.     The  Medicaid  director  responds  to  the  press,  the  legislator,  the 
governor  and  the  providers  by  either  capitulating  (back  to  reasonable  cost) 
or  instituting  a  very  flexible  exceptions  process  which  emasculates  the 
intent  and  effectiveness  of  the  fixed  budget  approach.  Alternatively, 
the  Medicaid  program  might  refuse  to  capitulate,  severely  limiting  the 
clients'  access  to  hospitals.     We  would  speculate  that  as  long  as  the  Medi- 
caid program  alone  bargains  with  the  hospitals,  hospital  payment  will 
follow  this  scenario. 

G .      A  Restatement  of  Principles 

Despite  their  differences,  reasonable  cost,  incentive  and  prospective 
reimbursement  share  common  underlying  assumptions.     A  failure  to  examine 
and  restructure  program  assumptions  may  inadvertently  yield  the  same 
methodology  under  a  different  name.    We  shall  review  the  following  principles 
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in  the  context  of  reasonable  cost  reimbursement.     It  should  be  noted, 
however,  that  these  principles  have  also  been  incorporated  into  many  of 
the  incentive  and  prospective  reimbursement  experiments. 

Absolute  Hospital  Equity.     When  reasonable  cost  principles  of  payment 
were  first  devised,  Medicare  policy-makers  based  their  conception  of 
equity  on  the  American  Hospital  Association's  principle  that  each  hospital 
should  be  paid  according  to  the  costs  it  incurred.  ^    The  driving  impera- 
tive was  to  equitably  isolate  program  costs  and  reimburse  hospitals,  in 

full,  for  those  patient-related  costs.     However,  in  establishing  the  pay- 
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ment  method,  "fairness"  constrained  certain  actions.  Reimbursement 
based  on  average  costs  or  objective  measures  was  found  inappropriate  be- 
cause some  would  be  paid  less  and  some  more  than  their  actual  costs.  But 
policy  deliberations  revealed  that  equity  also  meant  not  paying  some  hos- 
pitals less  than  others  for  similar  services,  regardless  of  actual  costs. 
If  Medicare  provided  accounting  options  to  accommodate  hospitals  with  inade- 
quate records  and/or  technical  capacity,  all  hospitals  could  take  advantage 
of  them.     If  Medicare  payments  allowed  one  hospital  to  pay  off  a  debt,  it 
should  allow  another  to  accumulate  internal  capital.     If  working  capital, 
investment  capital  or  unaccounted  for  nursing  costs  were  a  problem  for  one 
institution,  "fairness"  dictated  that  all  institutions  benefit  equally  from 
the  solution.     The  result  of  this  interpretation  of  "equity"  or  "fairness" 
was  that  each  institution's  reimbursement  was  tailored  to  its  individual 

circumstances;  accommodations  for  some  hospitals  on  the  basis  of  need  were 
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applied  to  all  hospitals  regardless  of  need.  The  necessity  of  devising 
cost  containment  mechanisms  which  must  withstand  these  stringent  tests  of 
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"fairness"  to  hospitals  (with  little  mention  of  fairness  to  other  parties) 
is  a  vestigial  concern  of  the  early  period  of  the  Medicare  and  Medicaid 
programs . 

Mainstream  Medicine.     There  was,  and  still  is,  the  belief  that  public 
programs  should  provide  beneficiaries  with  medical  care  comparable  to  that 
received  by  the  middle  and  upper  income  private-pay  patients.     The  assump- 
tion is  that  this  population  consumes  the  most  desirable  amount  of  medical 
resources  and  that  all  our  citizens  should  consume  a  similar  quality  and 
quantity  of  medical  resources,  regardless  of  the  cost  or  the  impact  on 
their  health.     As  it  pertained  to  hospitals,  Mainstream  Medicine  became 
a  compelling  factor  when  the  architects  of  reasonable  cost  accepted  the 
provider  premise  that  hospital  growth  and  expansion  are,  in  and  of  them- 
selves, desirable.     After  all,  growth  and  expansion  promised  hospital  par- 
ticipation, increased  supply  to  meet  the  expected  increase  in  demand  and 
general  improvement  in  "quality  of  care."    Those  who  doubted  that  more 
was  necessarily  better,  particularly  without  community  control  of  the 
expansion,  were  in  the  minority.     Thus,  Medicare  policies  (augmented  under 
the  required  adoption  by  Medicaid)  provided  the  hospitals  with  revenue  to 
expand  as  they  saw  fit.     Despite  an  increasing  number  of  questions  about 
the  desirability  of  this  expansion,  the  industry  and  medical  profession 
retain  the  upper  hand  when  revenue  cuts  are  considered.     As  we  have  ob- 
served, hospitals  argue  that  reductions  in  revenue  will  inhibit  their 
ability  to  deliver  quality  care  to  affected  beneficiaries  —  or,  alterna- 
tively, will  force  them  to  shift  the  cost  of  that  care  to  self-pay  pa- 
tients.    Others  fear  that  hospitals  will  discriminate  against  government- 
financed  patients  —  a  return  to  the  dual  system  of  medical  care  that 
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Medicare  and  Medicaid  were  intended  to  eliminate.     Dependent  on  profes- 
sionals and  the  industry  for  the  delivery  of  desired  services  and  the 
definition  of  their  adequacy,  policy-makers  generally  accede  to  their 
pressure  to  maintain  existing  policies. 

Freedom  of  Choice.     The  Freedom  of  Choice  provision  was  intended  to 
be  a  noninterference  clause  which  allowed  the  patient  to  seek  out  any 
qualified  provider.     It  was  a  necessary  corollary  to  Mainstream  Medicine, 
whereas  Mainstream  Medicine  produced  a  very  liberal,  open-ended  reimburse- 
ment system  for  participating  hospitals,  Freedom  of  Choice  resulted  in 
very  liberal  conditions  on  participation  in  the  program  itself.     If  a 
provider  meets  licensure  and  certification  requirements  he  can  take  part 
in  Medicaid.     A  hospital  cannot  be  denied  participation  merely  because  it 
is  extremely  expensive.     Thus,  the  Freedom  of  Choice  provision  prohibits 
the  states  from  designating  specific  hospitals  as  Medicaid  hospitals  (i.e. 
restricting  Medicaid  coverage  to  designated  institutions).     This  prohibi- 
tion allegedly  enhances  the  potential  for  Mainstream  Medicine.     The  fact 
that  it  may  weaken  Medicaid's  leverage  to  both  reduce  health  care  costs 
and  improve  quality  has  been  considered  of  secondary  importance. 

Absolute  hospital  equity,  Mainstream  Medicine  and  Freedom  of  Choice 
have  produced  reasonable  cost  reimbursement.     If  this  payment  method  is 
undesirable,  and  we  have  repeatedly  argued  that  it  is,  then  we  must  pay 
attention  first  to  a  restructuring  of  program  assumptions.     The  new  assump 
tions  must  consciously  acknowledge  the  fact  that  nearly  50  percent  of 
hospital  costs  are  now  paid  for  with  public  funds.     As  publicly  funded 
institutions,  the  value  of  hospital  care  must  be  overtly  weighed  against 
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the  willingness  for  the  general  citizenry  to  support  the  hospital  sector 
at  its  current  level  vis-a-vis  all  other  public  goods  and  services. 

Secondly,  we  must  question  the  importance  and  primacy  of  Mainstream 
Medicine.    We  should  acknowledge  the  increased  controversy  over  iatrogenic 
diseases,  the  growing  concern  about  the  marginal  impact  of  medical  ser- 
vices on  health  and  the  growing  inability  of  those  receiving  Mainstream 
Medicine  to  pay  for  that  medicine.     A  statistical  approach  may  not  be  the 
most  desirable  definition  of  the  goal  of  our  public  health  programs. 
Finally,  the  enormous  flow  of  Medicare  and  Medicaid  funds  into  the  hospi- 
tal sector  permits  those  programs  to  wield  considerable  leverage  on  the 
hospitals.     The  scope,  direction,  and  intensity  of  that  leverage  should 
be  consistent  with  other  government  regulatory  efforts.     Therefore,  we 
would  argue  that  the  following  program  assumptions  would  provide  for  an 
economically  sound  reimbursement  system  which  is  politically  and  socially 
acceptable . 

Relative  Equity.     The  reimbursement  methodology  should  strive  to 
accommodate  taxpayers  and  patients  as  well  as  hospitals. 

Competent  Care.     Medicaid  recipients  should  have  access  to  techni- 
cally competent  medical  care.     Such  care  should  be  rendered  in  a  humane 
and  dignified  fashion.     This  need  not  be  always  consistent  with  Mainstream 
Medicine . 

Regulatory  Consistency.     The  reimbursement  methodology  should  enhance 
other  regulatory  efforts  in  the  health  care  sector. 

These  suggested  principles  do  not  represent  a  radical  break  with  Medi- 
caid's historical  program  goals.     They  incorporate  current  constraints, 
diminish  the  policy  distortions  which  develop  when  unattainable  (and  ill 
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advised)  rhetoric  becomes  entrenched  and  offer  a  more  meaningful  and  com- 
prehensive measure  of  program  success. 

H.       Reimbursement  Alternatives 

Given  that  the  states  were  freed  from  existing  statutory  prohibitions, 
that  these  alternative  reimbursement  principles  were  accepted  and  that  the 
single  state  agency  did  not  have  to  work  closely  with  other  state  health 
agencies,  the  Medicaid  program  has  five  basic  strategies:     HMO  capitation 
rates,  fixed  hospital  budgets,  uniform  fee  schedules,  relative  fee  sched- 
ules, and  limited  participation  cost-based  reimbursement.     Since  the  capi- 
tation discussion  is  presented  in  the  HMO  paper,  we  will  not  discuss  that 
option  here. 

1.     Fixed  Hospital  Budget 

This  approach  fixes  the  total  amount  of  a  state's  Medicaid  hospital 
costs  at  the  beginning  of  the  fiscal  year.     Supplementation  would  be  pro- 
hibited by  law.     Funds  would  be  allocated  to  the  hospitals  by  a  collective 
determination  of  the  hospitals  themselves,  by  individual  negotiations  with 
each  hospital  or  by  paying  each  hospital  a  percentage  of  the  total  costs 
comparable  to  its  recent  available  historical  experience.     This  method 
differs  from  current  prospective  reimbursement  approaches  in  two  important 
ways.     First,  the  total  budget  is  fixed.     Second,  there  would  not  be  any 
appeals  process  or  adjustments.     Payment  would  be  truly  prospective. 

The  size  of  the  Medicaid  hospital  budget  could  be  set  simply  by  using 
the  previous  year's  cost  experience  as  the  base  and  adjusting  it  for  ex- 
pected fiscal  constraints  (i.e.,  projected  revenues),  estimated  rise  in 
the  medical  care  components  of  the  consumer  price  index  and  reasonable 
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utilization  projections.     The  method  for  setting  the  budget  could  be  more 
complex  but  it  need  not  be.     The  arbitrary  nature  of  the  adjustment  in- 
dices should  be  openly  acknowledged.     The  desire  is  not  to  achieve  abso- 
lute fairness  for  all  hospitals  but  to  arrive  at  a  reasonable  approxima- 
tion for  the  system  as  a  whole.     More  importantly,  the  political  nature 
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of  hospital  support  and  hospital  costs  is  made  explicit.        Rather  than 
reimburse  hospitals  for  all  costs  incurred,  this  approach  dictates  what 
the  public's  representatives  believe  to  be  adequate  and  directs  the  hos- 
pitals to  operate  within  those  financial  constraints. 

The  advantage  of  this  approach  rests  in  its  potential  administrative 
simplicity,  its  budgetary  certainty  for  the  hospitals  and  the  state  and 
its  sensitivity  to  the  fiscal  situation  in  the  state. 

Its  disadvantages,  of  course,  lie  in  the  arbitrary  assignment  of 
funds.     The  high-cost,  low-quality  hospitals  are  indistinguishable  from 
low-cost,  high-quality  hospitals.     Changes  in  case  mix  or  scope  of  ser- 
vices are  not  recognized.     Some  hospitals  will  be  penalized,  some  rewarded, 
but  the  allotment  of  penalties  and  rewards  will  not  be  controlled  by  the 
state.     To  achieve  control,  the  state  could  choose  a  more  detailed  method 
of  budget  setting.     This  would  entail,  however,  administrative  costs  of 
dealing  with  complexity  and  the  potential  costs  of  achieving  consensus. 
In  general,  the  fixed  budget  might  generate  cross-subsidization  by  non- 
Medicaid  patients  or  hospital  refusal  to  participate. 

2.     Uniform  Fee  Schedule 

Based  upon  its  extensive  experience  with  cost-based  reimbursement, 
the  state  could  design  a  flat  fee  schedule  which  would  reimburse  hospi- 
tals on  a  fee-f or-service  basis.     Initially,  the  level  of  fees  could  be 
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established  by  assigning  the  charges  which  were  more  than  or  equal  to 
some  percentile  of  charges  in  the  hospital  community,  e.g.,  the  50th  per- 
centile of  all  hospitals'  charges.     Adjustments  could  be  made  to  account 
for  historic  charge-to-cost  ratios,  relative  value  schedules  issued  by 
professional  organizations,  and  projected  utilization  rates  and  fee  sched- 
ules used  by  other  intermediaries. 

The  advantages  of  fee  schedules  are  administrative  simplicity,  greate 
budgetary  certainty,  greater  sensitivity  to  case  mix  and  scope  of  service 
differentials,  and  greater  responsiveness  to  the  fiscal  situation  of  the 
state.     The  disadvantages  rest  with  the  ability  or  inability  of  the  state 
to  set  charges,  the  uniformity  of  charges  (which  necessarily  penalizes 
teaching  and  tertiary  care  institutions)  and  the  ease  by  which  hospitals 
may  alter  their  billing  behavior.     Finally,  if  fees  are  too  low,  hospitals 
may  simply  refuse  to  participate. 

A  variant  of  the  fee  schedule  approach  has  been  suggested  by  the  Medi 

cal  Services  Administration  under  the  title  of  a  Prudent  Buyer  approach: 

Since  Medicaid  is  such  a  large  purchaser  of  institutional 
care,  it  should  be  able  to  use  this  advantage  to  obtain 
for  its  recipients  institutional  care  of  acceptable  quality 
at  the  lowest  possible  cost.     As  a  "prudent  buyer,"  Medicaid 
would  seek  to  define  standardized  "products"  of  institutional 
care  for  the  most  commonly  utilized  types  of  services  and 
procedures,  and  try  to  limit  purchases  to  more  economical 
providers  and  more  efficient  services.     Such  an  approach 
would  stimulate  competition  among  facilities;  those  providers 
whose  costs  did  not  meet  the  established  rates  would  lose 
Medicaid  revenues.     It  would  be  important  for  such  systems 
to  assure  adequate  access  to  needed  institutional  care  within 
geographic  areas,  but  at  the  same  time  inhibit  utilization 
of  the  most  expensive  forms  of  such  care.     The  systems  would 
be  designed  to  be  administratively  efficient  so  that  elaborate 
bureaucratic  procedures  or  inordinate  amounts  of  manpower 
would  not  be  required  to  administer  them.     They  should  also 
be  flexible  enough  to  take  into  account  varying  circumstances, 
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but  only  where  adequate  alternatives  are  not  possible.  As 
such  a  "prudent  buyer,"  Medicaid  would  be  able  to  maximize 
the  efficient  use  and  purchasing  power  of  its  dollars. ^1 

As  presented,  the  Prudent  Buyer  concept  might  assume  the  form  of  a  uni- 
form fee  schedule,  an  all-inclusive  rate  setting  device  (a  system  where 
one  rate  is  paid  for  specific  cases,  e.g.,  hospitals  are  reimbursed  one 
rate  for  an  appendectomy  regardless  of  the  length  of  hospitalization  or 
the  ancillary  services  provided)  or  a  prospective  budgeting  approach.  The 
Prudent  Buyer  concept  will  be  tested  in  three  states.     The  state  selection 
and  experimental  design  will  provide  a  clearer  indication  of  what  MSA  means 
by  a  Prudent  Buyer. 

3.     Relative  Fee  Schedules 

As  a  means  of  overcoming  the  inadequacies  of  uniform  fee  schedule, 
institutions  could  be  disaggregated  by  specific  characteristics  with  fee 
schedules  set  for  each  category  of  hospital.     The  biggest  problem  with 
this  approach  would  be  limiting  the  number  of  fee  schedules  necessary. 
For  example,  if  a  state  were  divided  into  two  geographic  locations  and 
hospitals  into  three  classes  according  to  bed  size,  then  six  separate  fee 
schedules  would  be  required.     A  rational  solution  to  this  dilemma  (which 
would  also  act  to  supplement  planning  efforts)  would  be  to  reimburse  hos- 
pitals on  the  basis  of  the  service  level  —  that  is,  on  the  basis  of 
whether  they  are  primary,  secondary,  or  tertiary  care  institutions.  The 
state  planning  agency  could  establish  criteria  for  service-level  designa- 
tion as  well  as  plans  and  criteria  for  what  a  desirable  dispersion  of 
primary,  secondary    and  tertiary  care  hospitals  should  be. 

Using  that  information,  hospitals  would  be  assigned  a  service-level 
designation,  and  fees  for  a  particular  service  would  be  set  to  reflect 
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cost  of  production  at  the  appropriate  service-level  hospital.     For  example, 
a  simple  herniorraphy  would  be  reimbursed  at  a  rate  which  would  reflect 
efficient  primary  care  institutional  costs  while  open-heart  surgery  rates 
would  reflect  tertiary  care  costs.     A  final  condition  of  this  arrangement 
would  be  that  for  all  non-emergency  procedures,  hospitals  would  not  be 
paid  for  services  which  were  designated  for  a  higher  level  of  care.  Thus, 
primary  care  hospitals  would  be  reimbursed  for  primary  care  services  only. 
Secondary  care  hospitals  would  be  reimbursed  for  primary  and  secondary 
care  services  only  and  tertiary  care  institutions  would  be  reimbursed  for 
all  services.     The  disincentive  for  higher  level  hospitals  to  perform 
simple  procedures  rests  with  a  rate  structure  which  would  treat  those 
services  as  if  they  were  performed  in  a  primary  care  institution  (for 
example,  a  herniorraphy  performed  at  a  tertiary  care  center  would  be  reim- 
bursed at  the  less  expensive  primary  care  rate) . 

Compared  to  the  uniform  fee  schedule  this  methodology  would  be  more 
difficult  to  administer.     However,  it  would  also  be  more  sensitive  to 
legitimate  cost  differentials  among  hospitals  and  it  would  augment  state 
efforts  to  rationalize  the  delivery  of  health  care. 

4.     Inclusive  Rate  Setting 

Both  uniform  and  variable  fee  schedules  suffer  from  one  insoluble 
problem  common  to  all  f ee-f or-service  reimbursement  mechanisms  —  the 
strong  incentive  to  maximize  revenues  by  maximizing  the  number  of  ser- 
vices for  which  the  patient  is  billed  including  the  level  of  service 
charges . * 

*See  the  physician  reimbursement  chapter. 
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A  means  of  minimizing  that  incentive  while  retaining  much  of  the  sen- 
sitivity of  a  fee  schedule  would  be  to  adopt  an  inclusive  rate  setting 
system.     The  American  Hospital  Association  defines  an  inclusive  rate  sys- 
tem as  one  in  which  "total  charges  consist  of  a  rate  based  on  types  of 

accommodation  multiplied  by  length  of  stay,  regardless  of  utilization  of 
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ancillary  services."        The  rate  base  might  also  be  set  per  admission, 
according  to  patient  characteristics  (age,  sex,  diagnosis,  rehabilitation 
level)  or  service  characteristics  (level  of  care) .     The  point  is  that  one 
rate  is  set  for  a  cluster  of  services.    Much  like  a  capitation  rate,  an 
inclusive  rate  provides  disincentives  for  the  overprovision  of  services 
and  incentives  to  underserve.     However,  if  the  rate  base  is  sensitive  to 
the  critical  health  characteristics  of  the  patient  and,  if  it  allows  for 
extraordinary  conditions,  it  might  be  possible  to  merge  some  of  the  desir- 
able characteristics  of  charges  and  capitation  rates.     For  example,  rates 
could  be  set  by  diagnosis  only.     To  allow  for  severe  cases,  length  of  stay 
screens  by  diagnosis  could  be  established  at  the  75th  or  90th  percentile. 
Cases  that  justifiably  pass  those  screens  would  be  reimbursed  on  a  per  diem 
basis  only  for  those  days  in  excess  of  the  screens. 

The  task  of  setting  the  rates  becomes  the  most  difficult  problem  with 
this  approach.     A  special  study  prepared  for  HEW  concluded: 

Current  knowledge  about  inclusive  rates  indicates 
that  the  concept  is  workable,  and  the  experiences  of 
those  actually  operating  under  an  inclusive  charge  system 
do  not  discourage  that  impression.     On  the  other  hand, 
taking  these  sets  of  inputs  as  a  starting  point,  the 
tradeoffs  between  the  theoretical  advantages  and  disad- 
vantages are  not  clearly  resolved.     In  the  absence  of 
careful  analysis  and  planning,  widespread  conversion  to 
inclusive  rates  might  incur  substantial  changes  in  the 
hospital  field  and  generate  undesirable  frictions. ^ 
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5.    Limited  Participation  Cost-Based  Reimbursement 

Perhaps  the  most  radical  solution  to  hospital  costs  would  be  to  limit 
participation  to  a  select  group  of  hospitals.     Special  arrangements  would, 
of  course,  exist  for  emergencies  but  all  elective  procedures  would  be 
reimbursed  in  participating  hospitals  only.     Selection  of  hospitals  would 
be  based  upon  relative  historic  volume  of  Medicaid  services  rendered, 
location  vis-a-vis  residential  patterns  of  clients  and  the  scope  and  level 
of  services  offered.    As  a  condition  for  participation,  hospitals  would 
have  to  (1)  extend  staff  privileges  to  all  qualified  physicians  partici- 
pating in  the  Medicaid  program  and  (2)  permit  the  state  to  perform  exten- 
sive, ongoing  monitoring  of  the  care  provided  and  the  costs  incurred  by 
the  institution.     In  return,  participating  hospitals  would  be  reimbursed 
full  costs.     The  advantage  of  this  system  is  that  it  enables  the  state  to 
improve  its  ability  to  monitor  both  Medicaid  physicians  and  hospitals. 
Indeed,  a  corollary  to  limiting  hospital  participation  would  be  a  limita- 
tion on  physician  participation.     Physicians  engaging  in  questionable 
practices  could  be  more  easily  identified  and  eliminated  under  this  strat- 
egy than  the  existing  system.     Requirements  for  system-wide  monitoring 
would  be  replaced  by  a  highly  focused  cost  effective  approach.  Additional 
advantages  would  include  greater  control  over  hospital  costs,  and  greater 
budgeting  certainty  for  the  state  and  participating  hospitals.     The  disad- 
vantages would  be  the  political  disapproval  that  might  accompany  wholesale 
and  overt  abandonment  of  the  Mainstream  Medicine  doctrine  and  resistance 
to  increased  direct  intervention  in  the  provision  of  care  by  the  state. 
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I.  Conclusions 

Selection  of  any  particular  cost  containment  option  is  dependent  upon 
the  anticipated  cost  overrun  in  the  hospital  account,  the  political  sup- 
port at  hand  and  the  time  frame  under  consideration.     In  the  very  short 
run,  the  accounting  strategy  is,  perhaps,  the  most  effective.     It  does  not 
require  legislative,  executive,  or  provider  approval.     It  is  not  as  techni- 
cally difficult  to  implement  as  the  other  options  are  and  it  is  immediately 
effective.     However,  there  are  some  undesirable  side  effects,  particularly 
when  a  stalling  tactic  is  adopted.     If  relied  upon  over  time,  it  becomes 
a  "managerial"  problem.     Strong  political  pressure  can  be  applied  to  im- 
prove the  administration  of  the  program.     Improvement,  in  this  sense,  is 
often  a  euphemism  for  replacement  of  top  management.     Additionally,  over 
time,  hospitals  may  encounter  annoying,  if  not  severe,  cash  flow  problems 
and  may  begin  to  withdraw  from  Medicaid. 

As  expected  deficits  increase,  the  promise  of  short  run  remedial 
assistance  diminishes  and  the  need  for  concerted  political  support  in- 
creases.    An  accounting  strategy  becomes  insufficient.     More  stringent 
approaches  are  required.     Unfortunately,  the  closer  a  Medicaid  fiscal 
mechanism  approaches  true  containment  of  hospital  costs,  the  greater  the 
incentive  for  hospitals  to  drop  out  of  the  program  (or  at  least  minimize 
their  involvement)  and  the  greater  the  hardship  on  the  client.    With  the 
exception  of  the  limited  involvement  cost  based  approach,  all  the  reim- 
bursement alternatives  discussed  above  would  permit  the  hospitals  to 
choose  to  deny  access  to  Medicaid  patients.     The  limited  participation 
approach,  at  least,  guarantees  the  existence  of  a  given  array  of  institu- 
tions which  would  always  accept  Medicaid  patients.     By  concentrating  all 
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monitoring  efforts  on  a  select  number  of  hospitals,  the  state  could  use 
its  resources  more  effectively. 

Regardless  of  the  logic  of  limited  participation,  the  political  and 
legal  resistance  to  the  abandonment  of  Mainstream  Medicine  and  Freedom  of 
Choice,  the  strong  negative  response  it  would  likely  draw  from  the  hospi- 
tals and  the  difficulty  of  finding  a  suitable  geographic  and  specialty 
mix  of  hospitals  willing  to  participate,  would  probably  make  this  option 
untenable. 

In  the  long  run,  Medicaid  cannot  control  costs  while  assuring  hospital 
participation  if  its  payment  system  is  independent  of  other  payers.  To 
maximize  bargaining  strength  and  political  and  economic  power,  Medicaid 
must  unite  with  Medicare,  Blue  Cross,  and  commercial  carriers  to  adopt  a 
single  payment  mechanism  for  all  payers.     The  mechanism  most  conducive  to 
payment  control  is  the  fixed  budget. 
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CHAPTER  III 
LONG  TERM  CARE  FACILITY  REIMBURSEMENT 

A.  Introduction 

Rising  expenditures  and  frequent  scandals  have  drawn  considerable 
public  attention  to  the  nursing  home  industry.     Total  expenditures  for 
nursing  home  care  rose  17  percent  annually  between  fiscal  years  1973  and 
1975.    Medicaid  nursing  home  expenditures  in  the  same  period  rose  even 
faster,  at  29  percent  per  year,  and  in  fiscal  1975  represented  53  percent 
of  total  nursing  home  expenditures  and  37  percent  of  all  Medicaid  spend- 
ing."'"   Rising  expenditures  have  been  accompanied  by  frequent  news  reports 
of  fraud,  excessive  profits,  and  patient  mistreatment  in  the  nursing  home 
industry.     As  a  result,  questions  have  been  raised  about  the  appropriate- 
ness of  the  present  approach  to  nursing  home  payment. 

Congressional  discussion,  journalistic  reports,  and  academic  debate 
reveal  concern  with  three  aspects  of  nursing  home  performance:  excessive 
costs,  poor  quality  care,  and  availability  of  beds.    Although  a  variety  of 
factors,  both  in  public  policy  and  the  private  market,  affect  nursing  home 
performance,  the  method  of  payment  for  nursing  home  services  affects  each 
aspect  significantly.     Reimbursement  methods  can  produce  excessive  costs 
if  they  fail  to  encourage  efficiency,  provide  excessive  rates  of  return, 
or  permit  or  foster  accounting  manipulation.     In  all  cases,  the  level  of 
public  expenditure  is  greater  than  that  necessary  to  assure  production  of 
the  desired  quantity  and  quality  of  nursing  home  care. 
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The  impact  of  reimbursement  on  quality  is  less  direct,  but  equally 
important.     Adequate  reimbursement  levels  are  a  necessary,  though  not 
sufficient,  condition  for  adequate  quality  of  care.     Unless  reimbursement 
levels  permit  reasonably  efficient  nursing  homes  to  meet  the  costs  of 
necessary  inputs  (living  space,  staff,  food,  etc.),  the  result  will  very 
often  be  poor  quality  care.     Furthermore,  a  reimbursement  scheme  may  inad- 
vertently embody  incentives  that  fail  to  encourage  or  actively  discourage 
the  provision  of  high  quality  care.     Paying  bonuses  for  services  in  excess 
of  some  specified  base  or  paying  a  rate  linked  to  the  seriousness  of  a 
patient's  condition  may  discourage  rehabilitation  if  the  marginal  revenue 
associated  with  greater  impairments  exceeds  the  marginal  cost  of  services 
appropriate  to  them. 

Finally,  reimbursement  mechanisms  directly  affect  the  availability 
of  nursing  home  beds  for  public  patients.  If  the  Medicaid  rate  is  less 
than  the  marginal  cost  of  rendering  care  or  substantially  less  than  the 
price  that  private  patients  will  pay  for  care,  nursing  homes  may  reject 
Medicaid  patients.  Furthermore,  unless  the  reimbursement  mechanism  takes 
differences  in  patient  conditions  and  need  for  care  into  account,  homes 
are  particularly  likely  to  reject  patients  requiring  expensive  attention 
and  treatment. 

Although  there  is  potential  conflict  among  goals  and  disagreement 
about  priorities,  concern  with  costs,  quality,  and  available  beds  suggests 
the  following  objectives  for  public  payment  to  nursing  homes: 

Cost  Control:     Reimbursements  should  be  low  and  should  not  increase 
at  an  excessive  rate.     This  objective  requires  that:     (1)  production  be 
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efficient,  in  the  sense  of  minimizing  the  unit  cost  of  producing  the 
quality  of  service  which  is  purchased;   (2)  profits  be  reasonable  in  the 
sense  of  approximating  returns  attainable  elsewhere  in  the  economy  on  in- 
vestments of  similar  risk  and  term  (temporary  departures  from  this  pattern 
may  be  desirable  when  expansions  or  contractions  of  capacity  are  sought) ; 
(3)  chicanery  be  absent.     Providers  should  not  be  able  to  inflate  their 
charges  by  disguising  profits  as  costs. 

High  Quality:     Facilities  should  be  pressured  to  provide  high-quality 
care  and  should  be  assured  sufficient  resources  to  produce  care  of  at 
least  as  high  quality  as  public  policy  deems  appropriate.     Although  this 
objective  refers  to  all  dimensions  of  quality,  particular  attention  should 
be  given  to  assuring  that  facilities  provide  rehabilitative  and  maintenance 
care  that  enables  patients  to  function  mentally  and  physically  at  their 
maximum  potential. 

Availability  of  Care:     Reimbursement  should  assure  that  program- 
financed  patients  are  able  to  obtain  care  of  satisfactory  quality  for  the 
period  over  which  it  is  required,  regardless  of  the  difficulty  of  their 
case. 

No  Inappropriate  Extension  of  Care:     Institutional  care  should  not  be 
inappropriately  extended  beyond  the  period  for  which  it  is  needed. 

Administrative  Costs:     The  public  cost  of  administering  the  reimburse- 
ment scheme  and  related  arrangements  should  be  minimized. 

The  purpose  of  this  paper  is  to  demonstrate  how  the  incentives  inher- 
ent in  alternative  methods  of  nursing  home  reimbursement  can  affect  achieve- 
ment of  these  goals.     The  following  pages  will  first  classify  and  describe 
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reimbursement  methods  according  to  the  Incentives  they  offer  providers; 
analyze  the  implications  of  these  incentives  for  cost  containment,  quality 
of  care,  and  availability  of  beds;  and  based  on  this  analysis,  recommend 
methods  of  reimbursement  most  likely  to  further  policy  goals. 

In  undertaking  this  analysis,  it  is  important  to  emphasize  that 
reimbursement  alone  cannot  achieve  all  goals.     Other  elements  of  govern- 
ment policy  and  market  forces  are  also  important,  e.g.,  enforcement  of 
standards,  the  auditing  of  provider  accounts,  market  conditions  (vacancy 
rates,  size  structure  of  industry,  etc.).     Indeed,  aspects  of  a  particular 
reimbursement  arrangement  which  appear  to  be  its  deficiencies  often  are, 
in  a  different  light,  characteristics  which  place  greater  (though  possibly 
sustainable)  demands  on  some  other  element (s) ,  of  the  system.     Thus,  a 
reimbursement  system  with  weak  quality  incentives  can  alternatively  be 
characterized  as  a  system  which  requires  strong  pressures  toward  quality 
from  standards  enforcement  and/or  the  market. 

B.      A  Classification  of  Reimbursement  Arrangements 
1.  Introduction 

Many  different  reimbursement  systems  are  used  by  states  to  establish 
rates  of  payment  for  nursing  homes  under  the  Medicaid  program.     Two  forms 
now  dominate,  "flat-rate"  systems  and  "reasonable  cost"  systems.    Under  a 
flat-rate  system  a  single  rate  is  prospectively  established  by  a  legisla- 
tive or  rate  setting  board  and  no  provision  is  made  for  year-end  adjust- 
ments.    Reasonable  cost  systems,  on  the  other  hand,  pay  institutions  the 
costs  they  have  actually  incurred  in  delivering  care.     Costs  are  determined 
retrospectively.    Reasonable-cost  reimbursement,  though  common  for  nursing 
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homes,  almost  universally  differs  in  a  critical  way  from  the  reasonable- 
cost  arrangements  generally  applied  to  hospitals.     That  is,  almost  all 
states  reimbursing  nursing  homes  on  a  reasonable  or  actual  cost  basis  set 
dollar  maximums  on  the  per  diem  rates  they  will  pay. 

In  1972,  Congress  amended  the  Medicaid  law  to  constrain  state  options 
for  nursing  home  payment.     In  P.L.  92-603,  Section  249,  Congress  required 
that,  effective  July  1,  1976,  states  provide  for  the  payment  of  skilled 
nursing  and  intermediate  facilities  on  a  "reasonable  cost-related  basis." 
The  process  of  developing  regulations  to  govern  implementation  of  this 
requirement  has  been  slow.     Proposed  regulations  were  not  published  until 
April  13,  1976.    Because  of  this  delay  in  the  development  of  regulations, 
states  will  not  be  required  to  implement  reasonable  cost  related  rates,  as 
defined  in  the  final  (July)  regulations,  until  January  1,  1978. 

The  requirement  that  states  set  Medicaid  nursing  and  intermediate 

care  facility  requirements  on  a  reasonable  cost-related  basis  would  seem 

to  narrowly  constrain  the  reimbursement-system  options  worthy  of  attention 

in  a  paper  generally  limited  to  policies  feasible  under  Medicaid.     This  is 

not  so.     The  legislative  history  of  §249  as  interpreted  by  HEW,  "makes 

clear  that  within  the  limits  established  by  the  statute  and  by  regulations, 

the  states  are  to  have  the  maximum  possible  flexibility  to  develop  method- 

2 

ologies  for  .   .  .  rate-setting  and  procedures  for  reimbursement."  The 
regulations  developed  consistent  with  this  interpretation  require  primarily 
that  states  use  cost-finding  methods  approved  by  HEW  and  that  HEW  establish 
specific  standards  with  respect  to  the  cost  auditing  practices  of  states. 
The  regulations,  in  their  details,  rule  out  only  a  small  subset  of  the 
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universe  of  structural  reimbursement  system  options  that  is  defined  and 
analyzed  below.     It  is  perhaps  most  important  to  stress  here  that  the 
requirement  that  states  use  reasonable  cost-related  systems  does  not  re- 
quire them  to  use  so-called  "reasonable-cost"  —  that  is,  systems  under 

which  each  home  is  reimbursed  an  amount  determined  by  its  own  accounted 

_  3 
costs . 

The  variety  of  existing  and  proposed  reimbursement  arrangements  and 
the  existence  of  considerable  semantic  confusion  suggest  the  need  for  an 
analytic  classification  of  reimbursement  schemes.     Several  implicit  classi- 
fications and  terms  are  presently  used.     For  example,  it  is  common  to 
distinguish  between  prospective  and  retrospective  reimbursement  arrange- 
ments and  between  "cost-related"  and  other  reimbursement  schemes.  Some- 
times, these  distinctions  are  not  clear.     The  classification  presented 
and  used  here  is  designed  both  to  facilitate  clarity  in  description  and 
discussion  and  to  highlight  incentive-creating  aspects  of  reimbursement 
arrangements . 

2.     "Facility-Related"  vs.  "Facility- Independent"  Reimbursement 

4 

The  per  diem  payments    made  to  a  facility  can  be  related  to  or  inde- 
pendent of  the  costs  of  that  home.     Reimbursement  systems  in  which  the 
level  of  per  diem  payments  to  a  facility  are  dependent  either  on  the  past 
or  present  costs  of  that  particular  facility  will  be  referred  to  as 
"facility-related"  systems.     Reimbursement  systems  in  which  per  diem 
reimbursements  to  a  particular  home  are  determined  without  reference  to 
the  past  or  present  costs  of  that  particular  home  will  be  referred  to  as 
"facility- independent"  systems.     Because  of  differences  in  the  incentives 
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posed  for  providers,  the  distinction  between  facility-related  and  facility- 
independent  systems  is  the  most  important  distinction  to  be  made  among 
reimbursement  systems.    Most  systems  can  be  described  as  variations  of  one 
or  the  other  of  these  two  basic  types  —  although  there  are  systems  that 
straddle  the  distinction. 

It  is  apparent  that  the  systems  referred  to  here  as  "facility-related" 
are  more  commonly  called  "reasonable-cost"  or  "cost-related"  systems. 
"Facility-related"  is  preferred  to  "reasonable-cost"  because  the  related- 
ness  of  payments  to  the  costs  of  the  particular  facility  is  more  important 
in  creating  incentives  than  the  tests  of  reasonableness  that  may  be  applied 
to  costs.     "Facility-related"  is  also  preferred  to  "cost-related"  because 
the  latter  term  is  ambiguous.     Historically,  it  has  been  applied  primarily 
to  systems  in  which  reimbursements  to  a  facility  are  related  to  the  costs 
of  that  facility.     Nonetheless,  reimbursements  clearly  can  be  "cost- 
related"  without  being  particularly  related  to  the  costs  of  the  individual 
home  being  reimbursed.     This  occurs,  for  example,  under  an  arrangement  in 
which  each  home  is  reimbursed  the  mean  of  costs  experienced  by  all  homes 
in  a  state. 

No  single  term  is  presently  used  to  describe  the  great  variety  of 
possible  schemes  in  which  reimbursements  to  a  particular  facility  are  inde- 
pendent of  the  costs  of  that  facility.     "Flat  rate"  is  often  used  to  de- 
scribe a  system  in  which  all  facilities  are  paid  the  same  per  diem  rate. 
This  term,  however,  is  inappropriate  for  the  many  possible  systems  in  which 
each  home  receives  a  different  rate,  but  one  which  is  independent  of  its 
own  reported  costs.     Furthermore,  the  term  "flat-rate  system"  appears  to 
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be  ambiguous.     In  addition  to  describing  rates  as  "flat"  meaning  uniform 
across  homes,  it  has  also  been  used  to  describe  the  prospective  facility- 
related  systems  which  are  "flat"  in  the  sense  that  the  rate  is  unresponsive 
to  changes  in  an  individual  home's  cost  over  time."*    In  order  to  avoid 
ambiguity  and  focus  on  commonality  of  incentives,  this  paper  will  classify 
as  "facility- independent"  all  reimbursement  arrangements  that  are  inde- 
pendent of  a  facility's  costs. 

3.     Facility-Independent  Reimbursement:  Variations 

Under  facility- independent  arrangements,  rates  can  be  uniform  or  vari- 
able  and  can  be  set  in  a  variety  of  ways.      A  uniform  rate  may  be  paid  to 
all  facilities  or  rates  can  vary  with  a  specified  set  of  nursing  home 
characteristics  —  e.g.,  size,  location,  clientele,  sponsorship,  etc. 
Rates  can  vary  for  groups  of  nursing  homes,  classified  according  to  the 
presence  of  specified  characteristics,  or  rates  can  be  set  for  individual 
institutions  according  to  a  formula  that  reflects  characteristics  that 
affect  the  cost  of  providing  care. 

Both  uniform  and  variable  rates  can  be  based  on:     (1)  historical 
costs,  (2)  negotiations  between  the  reimbursing  authority  and  representa- 
tives of  the  nursing  home  industry,  or  (3)  the  arbitrary  decision  of  a 
legislature  or  reimbursing  authority.    Using  historical  costs,  for  example, 
a  uniform  rate  might  be  set  at  the  mean  of  costs  observed  in  the  preceding 
year,  adjusted  for  inflation.    Historically  based  varying  rates  could 
analogously  be  generated  by  calculating  the  mean  of  costs  for  homes  with- 
in individual  groups  or  by  identifying  rate  coefficients  for  a  reimburse- 
ment formula  by  fitting  an  appropriately  specified  cost  equation  to 
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historical  data  using  multivariable  regression  analysis.    Payments  would 
then  reflect  industry  costs  incurred  in  an  earlier  period.     Examples  of 
facility- independent  variable  rate  systems  include  the  Illinois  "point 
system,"  with  rates  tied  to  patient  characteristics  and  available  services, 
and  established  through  negotiation;  and  the  Connecticut  system  with  rates 
tied  to  available  services  determined  on  the  basis  of  past  costs. 

Finally,  it  should  be  noted  that  all  facility- independent  arrange- 
ments described  here  are  "prospective"  —  i.e.,  established  in  advance.^ 
But  not  all  prospective  reimbursement  is  facility-independent.  Rates 
established  in  advance  may  be  related  by  negotiation  or  formula  to  the 
costs  of  an  individual  facility.     Prospective  facility-related  rates  are 
discussed  in  the  following  section. 

4.     Facility-Related  Reimbursement 

Under  facility-related  arrangements,  present  and  past  cost  reports 
from  each  facility  are  examined  and  disallowed  costs  are  subtracted.  A 
per  diem  cost  figure  is  established  by  dividing  total  allowable  costs 
(possibly  including  a  profit  allowance)  by  the  larger  of  (1)  actual  pa- 
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tient  days  or  (2)  patient  days  at  some  specified  minimum  occupancy  level. 
This  unit  cost  figure  then  becomes  the  basis  for  the  facility's  rate  of 
payment. 

If  reimbursements  are  accurately  related  to  individual  facility  costs, 
profits  can  only  be  earned  if  explicit  provision  is  made  for  them.  This 
can  be  done  in  several  ways.     Profits  may  be  set  (1)  at  some  fixed  dollar 
amount  per  patient,  (2)  at  a  fixed  rate  of  return  on  equity  capital, 
(3)  at  some  fixed  percentage  of  reimbursed  costs,  or  (4)  at  some  rate 
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determined  by  a  combination  of  these  methods.    Until  recently,  for  example, 
Virginia  allowed  homes  a  fixed  rate  of  return  on  capital  and  additionally 
paid  a  fixed  sum  per  patient  day. 

Most  states  set  a  maximum  on  the  costs  they  will  pay.     That  maximum 
will  be  facility-independent  but  may  be  varied  among  homes  in  response  to 
their  characteristics  in  the  ways  described  above.    Virginia  and  Maryland, 
for  example,  have  a  separate  maximum  for  SNFs  and  ICFs,  and  Maryland  has  a 
different  maximum  for  different  ICF  levels.    Virginia's  maximum  is  his- 
torically based,  whereas  in  Maryland  the  maximum  is  established  by  the 
legislature  on  the  basis  of  budgetary  factors,  past  costs,  and  other  con- 
siderations.    Regardless  of  technique,  the  maximum  can  be  set  tightly  or 
loosely,  and  the  level  at  which  the  rate  is  set  is  a  more  important  charac- 
teristic than  the  technique  used  to  establish  the  rate. 

Despite  the  similarity  of  methods,  there  is  a  fundamental  difference 
between  facility-related  payment  up  to  a  maximum  and  a  facility- independent 
payment  system.    With  a  facility-related  maximum,  providers  obtain  the 
maximum  only  if  their  costs  are  equal  to  it.    With  facility- independent 
reimbursement,  on  the  other  hand,  providers  receive  the  specified  rate 
regardless  of  costs.     The  impact  of  this  difference  on  provider  incentives 
will  be  developed  below. 

The  maximums  used  by  states  frequently  apply  to  the  total  per  diem 
reimbursement  paid  to  a  facility.    Maximums  also  may  be  applied  to 
narrower  cost  categories  —  for  example  to  per  diem  expenditures  on 
nursing,  housekeeping,  or  on  dietary  operations.    Virtually  all  states 
that  use  facility-related  reimbursements  do  impose  maximums  on  owner/ 
administrator  salaries  (fixed  or  varying  with  the  size  of  the  facility) 
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in  order  to  prevent  the  earning  of  excess  profits  under  the  guise  of 
salary. 

Facility-related  reimbursement  may  be  determined  retrospectively, 
i.e.,  based  on  the  costs  actually  incurred  in  providing  the  purchased 
services.     Under  retrospective  systems,  institutions  are  paid  an  interim 
rate  that  approximates  costs.     That  rate  is  adjusted  retroactively  to 
reflect  actual  expenditures  in  the  accounting  period.  Alternatively, 
reimbursement  may  be  determined  prospectively,  i.e.,  set  in  advance  of 
the  accounting  period  and  based  on  a  facility's  costs  in  an  earlier  period. 
The  prospective  rate  generally  adjusts  past  costs  for  inflation  in  input 
prices.     This  adjustment  may  be  automatic  or  negotiated  with  the  state. 

In  Minnesota,  for  example,  rates  subject  to  a  maximum  are  established 
prospectively  on  the  basis  of  past  facility  costs  without  any  negotiation 
process  between  individual  homes  and  reimbursement  authorities.     In  New 
York  State,  where  facility-related  rates  also  are  established  prospec- 
tively, negotiations  are  not  universal  but  do  occur  under  an  appeals 
procedure  when  homes  seek  to  change  their  programs  beyond  the  bounds 
possible  under  reimbursements  based  on  past  costs  and  program. 

A  variation  on  prospective  or  retrospective  reimbursement  is  the 
inclusion  in  reimbursement  of  a  reward  for  costs  below  a  target  set  in 
advance.     Homes  are  reimbursed  for  their  allowable  incurred  costs  plus  a 
bonus  equal  to  a  fixed  fraction  of  the  amount  by  which  their  costs  fall 
short  of  the  target  cost  figure.     The  target  can  be  established  with  or 
without  reference  to  the  costs  of  the  individual  facility.     As  in  New 
York  State,  the  target  may  be  the  mean  of  patient-day  costs  of  all  homes 
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or  of  some  group  of  homes  defined  by  size,  geographic  location  or  other 
characteristics.     It  may  also  be  a  figure  determined  through  negotiation. 

A  diagram  of  possible  reimbursement  variations  is  presented  in 
Figure  1  (p.  114a). 

C.      Incentives  of  Facility-Related  and  Facility- Independent  Reimbursement 

The  purpose  of  the  above  classifications  was  to  isolate  the  elements 
of  reimbursement  that  have  a  differential  impact  on  provider  performance. 
In  this  section  we  will  analyze  the  implications  of  different  incentives 
for  nursing  home  costs,  quality,  accounting  manipulation,  and  availability 
of  beds. 

1.     Incentives  for  Cost  Containment 

If  reimbursement  rates  are  related  to  facility  costs,  increases  in 
costs  are  partly  or  fully  recouped  by  increases  in  revenues.     If  increases 
in  reimbursements  are  equal  to  increases  in  costs,  then  profits  or  net 
revenues  are  totally  independent  of  unit  costs.    As  a  result,  providers 
have  no  incentive  whatsoever  to  concern  themselves  with  matters  of  effi- 
ciency.   Nonprofit  providers  who  are  fully  reimbursed  for  all  costs  have 
no  reason  to  minimize  expenses  in  pursuing  their  primary  goals,  e.g., 
quality  care.     Similarly,  because  with  facility-related  reimbursement 
lower  costs  do  not  mean  higher  profits,  providers  have  no  incentive  to 
minimize  costs.     In  fact,  if  profits  are  positively  related  to  unit  costs, 
proprietary  institutions  have  an  incentive  to  raise  costs.     This  occurs 
if  (1)  homes  are  reimbursed  for  their  costs  plus  a  percentage  return  on 
costs,  or  (2)  cost-increasing  improvements  in  quality  will  allow  homes  to 
expand  their  volume  and  profits  in  a  competitive  situation.     To  the  extent 
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that  private  demand  for  beds  varies  inversely  with  price,  however,  competi- 
tion for  private  patients  would  constrain  cost  escalation. 

In  contrast,  facility- independent  reimbursement  creates  an  incentive 
to  minimize  costs,  particularly  for  proprietary  facilities.    With  rates 
independent  of  a  facility's  costs,  lower  costs  mean  higher  profits;  hence 
providers  have  an  incentive  to  produce  care  efficiently.     The  public  payer 
as  well  as  the  individual  provider  benefits  from  the  resultant  savings. 
Because  even  facility- independent  rates  are  related  to  overall  industry 
costs,  lower  real  costs  in  one  period  may  produce  lower  rates  —  i.e., 
program  costs  —  in  the  future.     These  effects  will  be  muted  if  a  home's 
market  share  is  so  great  that  its  costs  significantly  affect  industry 
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costs  or  costs  of  a  market  group  established  for  rate  setting  purposes. 
In  that  case,  if  higher  costs  mean  higher  rates,  an  interest  in  higher 
rates  in  the  long  run  may  inhibit  pursuit  of  profits  in  the  short  run. 

Although  nonprofit  providers  do  not  maximize  profits  as  proprietary 
providers  are  assumed  to  do,  they  most  likely  attempt  to  maximize  some 
complex  combination  of  net  revenues,  quality,  and  prestige.  Regardless 
of  what  is  maximized,  facility- independent  reimbursement  encourages  them 
to  be  efficient.     Thus,  with  a  given  level  of  reimbursement,  a  facility 
concerned  with  maximizing  quality  can  only  do  so  if  it  minimizes  costs. 
The  difference  between  nonprofit  and  proprietary  providers,  then,  is  not 
in  the  incentives  they  face,  but  in  their  use  of  the  resultant  savings. 
The  nonprofit  facility  is  less  likely  than  the  proprietary  facility  to 
use  induced  efficiency  and  lower  total  unit  costs  to  "buy"  an  enlarged 
surplus.     Rather,  it  is  likely  to  use  it  to  "buy"  higher  quality. 
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2.     Incentives  for  Quality  of  Care 

As  this  discussion  suggests,  the  presence  or  absence  of  incentives 
to  minimize  costs  has  major  consequences  for  the  pursuit  of  quality.  With 
facility-related  reimbursement,  nonprofit  and  proprietary  providers  are 
free  to  spend  as  much  as  they  choose  on  improving  the  quality  of  care,  up 
to  whatever  ceiling  the  state  imposes.     Conversely,  by  encouraging  pro- 
viders to  minimize  costs,  facility-independent  reimbursement  rewards  reduc- 
tions in  quality  as  well  as  increased  efficiency."^    Neither  result  is 
entirely  satisfactory.     If  providers  can  pursue  quality  improvement  with 
considerable  freedom  from  market  and/or  regulatory  constraints,  public 
programs  may  end  up  supporting  a  more  expensive  level  of  care  than  is 
socially  desirable.     On  the  other  hand,  public  programs  should  assure 
beneficiaries  at  least  a  minimum  quality  of  care.    Because  neither  facility- 
related  nor  facility- independent  reimbursement  assures  provision  of  the 
socially  desired  quality  of  care,  pressures  to  enhance  quality  will,  in 
both  cases,  have  to  be  generated  outside  the  reimbursement  scheme.  The 
above  analysis  suggests  that  pressure  will  have  to  be  stronger  when  reim- 
bursements are  independent  of  facility  costs  and  where  providers  seek  to 
maximize  profits. 

Facility-related  reimbursements  also  are  flexible.     They  permit  homes 
which  seek  to  provide  more  or  better  service  to  do  so  without  financial 
penalty.     This  may  appear  desirable.    However,  through  such  flexibility 
the  government  would  sanction  with  unequal  payments  the  provision  of 
unusually  high  quality  to  the  fortunate  patients  of  particularly  quality 
conscious  homes.     Since  this  would  violate  most  equity  objectives  that 
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might  be  set,  it  would  seem  a  flaw  rather  than  a  merit  of  facility-related 
reimbursements . 

3.     Incentives  for  Accounting  Manipulation 

Facility-related  and  facility- independent  reimbursements  pose  differ- 
ent incentives  to  fraudulent  accounting.    Under  facility-related  reimburse- 
ments profits  in  excess  of  the  explicitly  allowed  amount  can  only  be  earned 
by  falsely  reporting  costs  greater  than  those  actually  incurred  in  pro- 
ducing service.     In  this  sense  facility-related  reimbursements  provide  an 
"incentive"  for  providers  to  falsify  their  cost  reports  and  thus  to  evade 
profit  limitations.     From  recent  prosecutions,  newspaper  reports,  books, 
and  Congressional  documents,  it  unfortunately  appears  that  this  incentive 
frequently  is  "effective." 

Under  facility-independent  reimbursements,  where  reimbursement  is  not 
affected  by  the  individual  facility's  reported  costs,  homes  have  relatively 
weak  incentives  to  falsify  records  or  report  as  costs  items  which  are 
unrelated  to  the  provision  of  service.    Although  reported  costs  can  affect 
future  rates  to  a  small  degree,  it  seems  unlikely  that  a  home  would  risk 
penalties  for  false  reporting  when  the  gain  to  it  is  a  very  small  possible 
increase  in  a  future  commonly  shared  rate."'"*'    Thus,  the  fraudulent  cost 
reporting  that  has  plagued  some  states'  facility-related  systems  is  far 
less  likely  to  arise  if  rates  are  facility- independent.    As  a  consequence 
the  auditing  of  accounts  and  the  collecting  of  accurate  cost  data  is  likely 
to  be  less  burdensome  under  facility- independent  than  under  facility- 
related  rates. 
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4.     Incentives  for  Bed  Supply 

Finally,  different  methods  of  reimbursement  pose  different  issues  in 

12 

assuring  availability  of  beds  for  public  patients.        Under  facility- 
independent  reimbursements,  the  rate  (or  rates)  must  be  set  at  a  level 
high  enough  to  cover  the  long-run  marginal  cost  of  the  least  efficient 
producer  required  to  produce  the  desired  quantity  and  quality  of  care. 
If  a  lower  rate  is  set,  shortages  will  be  observed.    Under  this  arrange- 
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ment,  providers  with  lower  costs  will  earn  supernormal  profits  or  rents. 
Facilities  that  can  cover  variable  but  not  total  costs  will  probably 
continue  to  operate.     Facilities  whose  antiquated  plants  or  poor  manage- 
ment impose  operating  costs  in  excess  of  the  reimbursement  rate  will  be 
forced  out  of  operation.     Since,  by  hypothesis,  care  can  be  produced  at 
lower  cost  by  a  new  facility  this  is  not  undesirable. 

With  facility-related  payments  the  situation  is  different.     High  pay- 
ments must  still  be  made  to  those  producers  who,  though  relatively  costly, 
are  required  to  maintain  an  adequate  bed  supply.    Because  payments  are 
fitted  to  the  accounted  costs  of  the  individual  facility,  these  same  pay- 
ments need  not  be  made  to  more  efficient  lower-cost  facilities.  Facility- 
related  reimbursements  thus  potentially  enable  the  government  to  imme- 
diately capture  the  cost  savings  of  infra-marginal,  low-cost  efficient 
producers  as  well,  possibly,  as  some  economic  rent,  depending  on  the 
accounting  rules  employed  under  the  particular  reimbursement  system.  Be- 
cause facility-related  reimbursement  awards  the  benefits  of  low  costs  to 
the  patient  or  third  party  payer,  however,  providers  have  little  reason 
to  restrict  their  costs.    As  a  consequence,  there  is  likely  to  be  very 
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little  in  the  way  of  infra-marginal  costs  for  the  government  to  capture. 
High-cost  facilities,  furthermore,  can  continue  to  operate  even  when 
their  variable  costs  exceed  the  long-run  marginal  costs  of  care  in  new 
facilities. 

Relating  payments  to  facility  costs  would  seem  to  assure  the  avail- 
ability of  an  adequate  supply  of  beds  —  leaving  behind,  now,  the  question 
of  the  costs  required  to  do  so.     Facilities  are  assured  that  costs  will 
be  reimbursed  and  consequently  will  provide  service  even  to  those  pa- 
tients who  add  unusually  to  the  cost  of  operating  and,  in  the  longer  run, 
building  and  maintaining  the  facility.     Exceptions  to  this  argument  are 
introduced  if  a  maximum  is  placed  on  reimbursements.     Similarly,  if  a 
deficient  profit-plus  is  offered  (one  providing  less  than  the  going  rate 
of  return  on  similar  investments)  shortages  might  be  a  problem  —  but  this 
is  properly  associated  with  the  level  at  which  the  rate  is  set  rather  than 
with  the  logic  of  facility- related  reimbursements. 

These  comments  apply  if  facilities  are  100  percent  public-pay.  A 

possibly  surprising  but  significant  exception  arises  when  recognition  is 

given  to  private-pay  patients.     Consider  a  public-pay  patient  whose  care 

needs  impose  significantly  greater  than  average  costs,  and  a  facility  with 

approximately  equal  numbers  of  private-pay  and  public-pay  patients.  In 

calculating  the  facility-related  per  diem  rate  for  public  payments,  the 

costs  of  this  high  cost  patient  are,  in  effect,  averaged  in  with  the  costs 

of  all  other  patients  —  public-pay  and  private.     As  a  consequence,  some 

(approximately  50  percent  in  this  example)  of  the  excess  cost  of  this  high 
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cost  patient  must  be  absorbed  either  by  private  patients  or  by  profits. 
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Proprietary  providers  obviously  desire  neither  to  reduce  their  profits  nor 
to  increase  charges  to  private  patients.     Thus,  even  under  facility- 
related  reimbursements,  providers  are  likely  to  be  relatively  reluctant 
to  admit  difficult  patients,  particularly  when  beds  generally  are  tight. 
5.  Conclusions 

This  analysis  suggests  that  the  effects  as  well  as  the  nature  of 
facility-related  reimbursements  are  mirror  images  of  those  of  facility- 
independent  reimbursements.     Facility-independent  reimbursements  encourage 
productive  efficiency  and  facilitate  cost  auditing,  but  simultaneously 
reward  and  therefore  encourage  the  provision  of  low-quality  care  when 
that  enables  reductions  in  costs.     Facility-related  reimbursements,  on 
the  other  hand,  do  not  encourage  providers  to  limit  the  quality  of  care 
they  supply,  but  provide  no  incentive  for  facilities  to  produce  effi- 
ciently or  at  low  cost,  and  complicate  the  auditing  of  costs  by  rewarding 
false  reporting. 

If  states  wish  to  achieve  cost  containment,  satisfactory  quality 
levels,  and  an  adequate  supply  of  beds,  reimbursement  and  related  policy 
must  take  these  differences  in  incentives  into  account.     The  final  section 
of  this  paper  suggests  the  ways  states  can  design  reimbursement  mechanisms 
to  promote  desired  nursing  home  performance. 

D.      Options  for  Medicaid  Reimbursement  to  Nursing  Homes 

Effective  nursing  home  reimbursement  must  emphasize  incentives  for 
desirable  behavior  and  compensate  for  incentives  for  undesirable  behavior. 
This  section  shows  how  this  might  be  achieved  with  facility-independent 
variable  rates,  and  facility-related  rates  with  variable  maximums;  points 
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out  problems  Inherent  in  each  method;  and  recommends  policy  measures 
outside  reimbursement  to  reinforce  desired  performance. 
1.     Facility- Independent  Variable  Rates 

As  argued  above,  the  advantage  of  facility- independent  reimbursement 
is  the  incentive  it  offers  providers  to  minimize  costs.     The  related 
disadvantage  is  that  providers  may  reduce  costs  in  undesirable  ways. 
If  rates  are  varied  rather  than  uniform,  however,  states  can  solve  this 
problem.     Policy  should,  therefore,  follow  the  following  decision  rule: 
if  payers  wish  nursing  homes  to  avoid  specific  behavior  as  a  means  to 
reducing  costs,  that  behavior  should  become  the  basis  for  rate  variation. 

For  example,  if  a  facility- independent  rate  were  uniform,  facilities 
could  reduce  costs  by  locating  in  areas  where  input  prices  are  low.  The 
result  would  be  inadequate  nursing  home  facilities  in  many  areas  of  a 
state. ^    If,  on  the  other  hand,  rates  varied  with  geographic  differences 
in  input-prices,  the  incentive  for  undesirable  location  decision  would  be 
eliminated . 

The  policy  question,  therefore,  is  which  characteristics  should  pro- 
vide the  basis  for  rate  variation.     The  following  suggests  the  inappro- 
priateness  to  rate  variations  of  characteristics  now  being  used  —  size 
and  historical  costs  —  and  the  value  and  appropriate  use  of  alternatives. 

a.  Size 

For  rate-setting  purposes,  nursing  homes  are  frequently  grouped 
according  to  size.     Rates  set  on  this  basis  eliminate  incentives  to  build 
and  operate  at  a  scale  that  minimizes  costs.     This  would  make  sense  if  it 
were  known  or  strongly  felt  that  a  particular  size,  qua  size,  was  superior 
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for  patient  welfare.    We  are  unaware,  however,  of  research  supporting  a 
causal  relationship  between  size  and  quality.     Furthermore,  while  some 
observers  sense  advantages  in  small  scale,  that  sentiment  is  frequently 
balanced  by  a  preference  for  varied  services  which  are  economically  fea- 
sible only  in  larger  facilities.     Since  there  seems  to  be  little  reason  to 
discourage  facilities  from  varying  scale  in  pursuit  of  efficiency,  size 
should  be  ignored  in  determining  rates  of  payment. 

In  fact,  present  variation  of  rates  by  size  of  facility  does  not 
reflect  a  preference  for  particular  size  regardless  of  costs. Instead, 
this  approach  reflects  an  intent  to  cover  previous  cost  experience.  The 
result  is  to  perpetuate  all  scales  of  operation  —  inefficient  as  well  as 
efficient  —  since  homes  that  operate  at  inefficient  scales  will  be  reim- 
bursed at  rates  reflecting  the  higher  costs  historically  associated  with 
their  scale.     For  example,  the  most  striking  conclusion  consistently  found 
by  the  Moreland  Act  Commission's  cost  analysis  was  that  per  diem  costs  of 
large  homes  tended  to  be  higher  than  the  costs  of  small  ones.  Basing 
rates  on  past  costs  would  insure  that  those  costs  would  continue  to  be 
supportable  even  though  a  smaller  scale  is  less  costly  and  may  be  both 
more  human  and  humane. 

States  must  nevertheless  deal  with  the  fact  that  facilities  enter 
the  present  period  with  physical  plants  whose  size  and,  therefore,  costs 
were  determined  in  the  past.     It  may,  therefore,  be  appropriate  to  find 
a  compromise  approach  that  avoids  imposing  undue  hardship  on  facilities 
with  an  inefficient-sized  plant  without  totally  sacrificing  incentives 
for  efficiency.     For  example,  rates  might  be  based  on  an  average  of  past 
costs  and  estimates  of  efficient  production  costs. 
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b .     Level  of  Patient  Impairments 

It  would  seem  undesirable  for  facilities  to  curtail  costs  by  varying 

the  level  of  patient  impairments  with  which  they  will  deal.     If  they  do, 

facilities  will  seek  relatively  unimpaired  residents  and  avoid  admitting 

difficult  cases,  creating  bed  shortages  for  the  latter  class  of  patients. 

Applications  of  the  decision  rule  thus  suggests  that  rates  of  payment  be 

varied  so  that  higher  rates  are  paid  for  the  care  of  patients  whose  needs 
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impose  a  higher  level  of  costs. 

In  setting  such  rates,  accurate  reflection  of  cost  variations  related 
to  impairments  is  essential.     If  rates  fail  to  compensate  for  the  cost 
increments  associated  with  greater  impairments,  facilities  still  have  an 
incentive  to  seek  an  unimpaired  patient  mix.     If  the  rates  more  than  com- 
pensate for  cost  increments,  facilities  have  an  incentive  to  seek  an 
unusually  impaired  mix  of  patients.     These  incentives  can  affect  treatment 
as  well  as  admissions.     If  rates  more  than  compensate  for  the  higher  costs 
of  treating  relatively  impaired  patients,  facilities  have  an  incentive  not 

only  to  admit  ill  patients  but  to  keep  them  ill  —  i.e.,  provide  minimal 
19 

rehabilitation . 

To  avoid  this  result,  rates  could  vary  only  with  patient  functioning 
at  the  time  of  admission.     Facilities  would  not  be  discouraged  from  ad- 
mitting a  patient  with  severe  impairments  because  the  rate  would  cover 
resulting  high  costs.     The  facility  simultaneously  would  feel  an  incentive 
to  maintain  or  improve  patient  functioning  since  any  resulting  cost  reduc- 
tions would  not  be  offset,  under  this  arrangement,  by  reductions  in  the 
rate  at  which  such  care  is  reimbursed.     Alternatively,  an  incentive  for 
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providers  to  maintain  or  improve  patient  function  could  be  created  by  tying 
reimbursements  also  to  changes  in  patient  status.    Bonuses,  for  example, 
could  be  paid  where  patient  status  is  improved  or  maintained. 

It  is  appropriate  to  note  that  the  varying  of  facility- independent 
rates  imposes  administrative  costs.     Even  the  varying  of  rates  by  location 
requires  that  data  be  collected  on  input  prices  and/or  facility  costs  in 
different  areas  and  that  payments  procedures  be  complicated  by  the  paying 
of  several  rates  rather  than  a  single  rate.     The  varying  of  rates  by  pa- 
tient status  and/or  by  changes  in  patient  status  obviously  further  compli- 
cate the  administration  of  reimbursement.     They  additionally  require  the 
periodic  collection  of  data  on  each  resident.     It  should  be  noted,  however, 
that  the  incremental  cost  of  these  procedures  will  be  reduced  by  the  imple- 
mentation of  utilization  review  which  involves  overlapping  operations. 
The  ongoing  Utah  reimbursement  system  demonstration  emphasizes  information 
system  operations  and  the  overlapping  of  utilization  review,  cost  report- 
ing, and  reimbursement  functions.     It  should  provide  information  on  which 
to  base  estimates  of  the  costs  and  feasibility  of  varying  facility- inde- 
pendent rates  with  some  of  the  variables  discussed  here. 

c.     Compliance  with  Quality  Standards 

Another  way  to  encourage  quality  care  is  to  vary  rates  according  to 
an  institution's  compliance  with  standards  for  institutional  quality. 
Standards  would  ideally  include  outcome  objectives,  like  patient  health 
status,  as  well  as  traditional  criteria  for  structure  and  process.  Facil- 
ities could  receive  higher  rates  the  more  closely  they  approach  specified 
quality  objectives.     Payment  increments  would  be  scaled  to  match  the 
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importance  of  specific  goals.     Reimbursement  penalties  can  be  exacted  on 
a  schedular  basis  for  different  kinds  of  non-compliance  as  they  are  in 
Minnesota,  or  access  to  incentive  bonuses  can  be  limited  to  homes  which 
are  completely  or  substantially  in  compliance  with  standards  as  they  are 
in  New  York.     Connecticut  has  a  system,  presently  under  revision,  in  which 
reimbursements  are  related  to  a  facility's  class  —  determined  by  the 
facility's  ability  to  provide  specified  services.     The  incentives  of  this 
system  have  been  strong  so  that  now  almost  all  homes  retain  an  A-l  rating. 

The  rationale  for  using  reimbursement  to  promote  compliance  is  per- 
suasive.    Public  policy  now  encourages  quality  almost  entirely  through 
standards  enforcement.     This  is  a  yes/no  proposition.     Officials  can  en- 
force compliance  only  by  using  moral  suasion,  by  discouraging  placements 
in  non-complying  facilities,  and  by  using  the  ultimate  sanction  of  closing 
the  facility.    Moral  suasion  often  is  of  limited  effectiveness,  and  place- 
ment policy  tends  to  be  divorced  from  standards  enforcement.     The  closing 
of  facilities  clearly  is  too  blunt  an  instrument  to  use  in  forcing  com- 
pliance with  most  standards.     It  is  disproportionately  harsh  in  comparison 
with  most  violations.     Officials,  therefore,  are  reluctant  to  close  facil- 
ities except  when  violations  are  extreme  in  nature  or  quality.  This 
reluctance  is  obviously  increased  when,  because  of  bed  shortages,  even 
a  facility  with  significant  violations  is  likely  to  be  preferred  by  some 
officials  to  a  closed  facility.     Thus,  facility  closing  will  infrequently 
be  used  and,  consequently,  will  also  be  a  relatively  non-viable  threat  for 
obtaining  compliance  in  the  vast  majority  of  cases  of  standards 
non-compliance . 
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Given  enforcement  difficulties  which  arise  under  present  sanctions, 

it  would  seem  wise  to  implement  sanctions  which  are  scaled  to  violations 

and/or  bonuses  scaled  to  desired  quality  characteristics.     A  number  of 

states  are  moving  in  that  direction  through  penalties.  California, 

Florida,  Minnesota,  New  Jersey,  Rhode  Island,  and  Wisconsin  either  have 

operating  or  pending  arrangements  for  fining  facilities  which  violate 
20 

standards.        These  arrangements  vary  with  respect  to  the  level  of  fines, 
the  way  that  penalties  are  varied  by  the  nature  of  the  violation,  and  the 
way  that  penalties  vary  with  the  duration  of  violations.     They  also  differ 
significantly  in  the  degree  to  which  the  penalty  potential  is  exercised. 
Thus,  New  Jersey  reports  that  only  one  fine  has  been  levied  in  four  years 
while  in  Minnesota  20  facilities  have  paid  fines  totalling  $11,500  under 
provisions  of  a  law  passed  in  1973.     Rewards  as  well  as  penalties  in  a 
reimbursement  context  should  be  further  explored, 
d.     Profit  and  Non-profit  Status 

Finally,  it  often  is  argued  that  if  rates  are  independent  of  indi- 
vidual facility  costs,  they  should  be  different  for  proprietary  and  non- 
profit voluntary  providers.     The  reasoning  appears  to  be  that  underlying 
cost  conditions  for  the  two  groups  are  different,  and  that  as  a  consequence 
rates  must  be  different  for  the  two  groups  if  they  are  to  be  equitable. 
Differences  in  cost  derive  from  differences  in  tax  treatment,  differences 
in  the  financing  of  capital  outlays,  and  the  absence  of  "profit"  in  non- 
profit enterprises. 

Although  these  are  likely  to  justify  differentiation  of  reimbursement 
treatment,  it  must  be  stressed  that  the  magnitude  of  the  rate  difference 
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should  be  soundly  based.     Thus,  It  is  not  sufficient  to  base  a  higher  rate 
for  a  particular  class  of  homes  on  the  higher  costs  of  such  homes  in  the 
past.     Those  higher  costs  may  be  traceable  to  underlying  differences  which 
merit  recognition  (e.g.,  tax  treatment)  in  future  rates;  but  they  may  also 
be  due  to  cost  inefficiency  which  does  not  merit  recognition,  or  to  the 
higher  general  quality  of  such  homes  which  policy  may  or  may  not  wish  to 
perpetuate  in  the  future  through  higher  reimbursements, 
e.     Establishing  Facility-Independent  Rates 

The  rates  paid  to  various  facilities  can  be  varied  by  classifying 
homes  into  groups  within  which  rates  are  uniform  and/or  by  setting  rates 
individually  for  each  home  on  the  basis  of  a  formula  tied  to  observed 
characteristics  of  the  facility.     Thus,  in  the  former  case  cross- 
classification  by  location  and  profit  or  non-profit  status  might  yield 
eight  or  ten  facility  categories  within  which  rates  could  be  uniform. 
Alternatively  and/or  additionally  separate  rates  could  be  established 
for  four  or  five  levels  of  patients'  impairments.    Medicaid  would  then 
pay  the  weighted  average  of  those  rates  where  the  weights  are  the  number 
of  Medicaid  patient  days  of  care  provided  to  patients  in  each  of  the  im- 
pairment categories.     Grouping  and  continuous  variation  obviously  can  be 
combined.     For  example,  grouping  could  establish  base  rates  that  reflect 
intra-state  locational  variations  in  input  prices.     These  rates  could  then 
be  modified  using  a  formula  whose  coefficients  account  for  impairment 
related  cost  variations. 

Determining  the  level  at  which  to  set  rates  is  a  complicated  problem. 
Reliance  on  historical  costs  presumes  a  level  of  satisfaction  with  the 
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quality  and  quantity  of  services  in  the  base  period  that  may  not  have 
existed.     Historical  costs  and  differences  in  costs  among  institutions 
may  be  a  function  of  inefficiency  or  poor  quality  rather  than  real  dif- 
ferences in  efficient  production  costs  associated  with  factors  outlined 
above.     Thus,  locational  variations  in  unit  costs  will  inevitably  reflect 
input  price  differences,  but  they  also  may  reflect  differences  in  the 
quality  or  services  provided  in  various  locations  under  an  earlier  reim- 
bursement and  regulatory  environment.     It  then  may  be  desirable  to  base 
the  rate  differential  not  on  observed  unit  costs  but  rather  on  indices  of 
the  input  prices  which  justify  the  rate  differentials  in  the  first  place. 
These  could  be  developed  for  the  selected  geographic  divisions  on  the 
basis  of  observed  land  prices,  nursing  salaries,  and  the  prices  of  other 
major  inputs  to  nursing  home  care. 

A  similar  point  can  be  made  with  respect  to  differences  between  the 
costs  incurred  by  profit  and  non-profit  providers.     These  are  likely  to  at 
least  partially  reflect  differences  in  the  quality  of  care  provided  by  the 
two  types  of  facilities  and  the  availability  of  charitable  contributions 
which  may  subsidize  higher  costs  in  the  latter.     Although  these  differ- 
ences are  not  undesirable,  public  policy  may  seek  to  avoid  perpetuating 
the  resulting  cost  differences  at  public  expense.     In  that  case,  the  rate 
differential  for  profit  and  non-profit  providers  will  have  to  be  based  on 
analysis  of  cost  differences  rather  than  a  simple  recording  of  past  cost 
differences. 

Differential  rates  to  match  cost  differences  associated  with  patient 
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impairments  should  be  based  in  one  way  or  another  on  observed  behavior. 
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Two  approaches  seem  most  feasible  here  and  both  have  been  used  to  gather 
Information  if  not  yet  to  establish  rates  of  reimbursement.     In  one  ap- 
proach, facility  unit  costs  for  a  large  sample  of  facilities  are  regressed 
against  a  number  of  facility  characteristics:    patient  profiles  and  a  num- 
ber of  other  facility  variables  which  here  can  be  regarded  as  controls 
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included  to  isolate  the  influence  of  patient  profile.        In  a  second 

approach,  observers  in  a  sample  of  homes  record  the  differential  resource 

utilization  of  patients  with  various  measured  impairment  levels.  This 

resource  data  matched  to  patient  type  then  can  be  used  as  the  foundation 
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for  estimates  of  cost  differences. 

2.     Facility-Related  Rates  with  Variable  Maximums 
The  primary  disadvantage  of  facility-related  reimbursement  is  its 
failure  to  encourage  efficient  delivery  of  care.    Providers  who  are  fully 
reimbursed  for  whatever  costs  they  incur  have  no  reason  to  minimize  costs. 
In  order  to  control  program  costs,  states  have  consequently  established 
ceilings  or  maximums  on  facility-related  rates.     If  the  ceiling  is  set 
tightly  relative  to  the  cost  of  producing  quality  care,  it  provides  some 
incentive  to  efficiency.     There  is,  however,  no  incentive  to  achieve  costs 
below  the  maximum.     Conversely,  if  the  limit  is  tight,  it  could  lead  pro- 
viders to  sacrifice  quality,  thereby  undoing  the  primary  advantage  of 
facility- related  reimbursement.     To  achieve  some  degree  of  cost  control 
without  sacrificing  quality,  states  can  vary  the  maximum  according  to 
desired  performance  characteristics.     Issues  and  problems  in  using  facility- 
related  reimbursement  with  a  maximum  are  the  subject  of  this  section. 
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a.     Establishing  a  Maximum 

A  maximum  should  be  set  at  a  rate  sufficient  to  reimburse  the  cost 
of  care  consistent  with  minimum  quality  objectives,  including  a  reasonable 
rate  of  return.     Historical  costs  can  be  used  in  determining  sufficiency, 
but  its  use  here  presents  a  problem  not  found  in  facility- independent  reim- 
bursement.    If  a  state  has  been  using  facility-independent  reimbursement, 
historical  costs  will  reflect  the  impact  of  incentives  for  efficiency. 
Basing  rates  on  those  costs  thereby  captures  benefits  of  the  incentive 
for  subsequent  years.     No  analogous  incentive  operates  under  facility- 
related  reimbursement.     In  fact,  institutions  have  an  incentive  to  con- 
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tinually  incur  costs  up  to  the  maximum.        Basing  future  maximums  on 
historical  costs  will,  therefore,  only  perpetuate  earlier  expenditure 
patterns.     Thus,  setting  a  maximum  at  the  mean  of  previous  costs  or  say 
15  percent  above  the  mean,  adjusted  for  input-price  inflation,  simply 
establishes  the  acceptable  and  thereby  actual  rate  of  Inflation. 

While  this  approach  may  have  political  advantages,  it  offers  the 
state  no  leverage  for  influencing  the  direction  of  expenditures  in  nursing 
home  care.     For  this  purpose,  maximums  that  vary  with  nursing  home  charac- 
teristics are  far  more  useful.     A  higher  maximum  may  be  appropriate  for 
facilities  which  locate  in  high-cost  areas  and  facilities  which  admit 
patients  with  difficult  impairments.     The  characteristics  which  do  and 
do  not  merit  special  reimbursement  maximums  and  methods  to  use  in  deter- 
mining differentials  are  the  same  for  facility-related  as  facility- 
independent  reimbursements. 
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A  maximum  may  be  imposed  on  all  or  selected  cost  categories  instead 
of,  or  in  addition  to,  a  maximum  on  the  total  per  diem  rate  paid  to  a 
facility.     A  complete  set  of  such  cost-category  maximums  will  be  more 
constraining  than  a  maximum  on  total  costs  set  at  the  level  to  which  they 
sum.     Aside  from  concern  with  encouraging  quality  care,  however,  the  state 
would  not  seem  to  have  an  interest  in  how  per  diem  costs  that  are  accept- 
able in  total  are  constituted  —  that  is,  in  whether  they  come  from  extreme 
efficiency  in  some  areas  offset  by  inefficiency  in  others  or  from  an  evenly 
spread  acceptable  level  of  efficiency.     Since  a  maximum  on  total  costs  can 
be  set  at  as  constraining  a  level  as  desired  this  would  argue  in  favor  of 
a  general  maximum  that  leaves  homes  considerable  leeway  in  achieving  the 
desired  level  of  total  costs,  and  against  a  corresponding  set  of  cost- 
category  maximums  that  considerably  constrain  flexibility.     This  conclu- 
sion is  reinforced  by  two  other  considerations.    Maximums  on  individual 
cost  categories  increase  complexity,  and  depend  for  their  legitimacy  on 
the  assumption  that  costs  in  one  area  are  independent  of  costs  incurred 
in  other  areas.     If  high  costs  in  one  area  enable  low  costs  in  another  (if 
a  large  nursing  staff  partially  serves  some  dietary  functions)  then  area- 
by-area  ceilings  will  unreasonably  prevent  payment  for  the  former  high 
cost  area,  even  though  it  is  offset  by  induced  lower  costs  in  the  latter 
area. 

b.     Capital  Costs  and  Profits 

When  per  diem  reimbursements  are  equal  to  or  otherwise  related  to  per 

diem  costs,  those  "costs"  are  defined  to  include  depreciation  on  plant  and 
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equipment  and  interest  on  borrowed  capital.        Direct  provision  also  is 
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usually  made  for  the  payment  of  a  profit  or  surplus  amount  in  excess  of 
costs.     Under  the  Medicaid  program  this  amount  is  determined  by  states  in 
one  of  three  ways  (there  are  instances  in  which  a  state  pays  a  profit 
amount  using  a  combination  of  two  methods).     Facilities  receive  a  profit 
or  surplus  allowance  for  each  patient  day  of  care  financed  by  Medicaid 
equal  to  either:    a  fixed  percent  of  per  diem  costs;  a  fixed  dollar  amount; 
or  a  fixed  rate  of  return  on  equity  capital,  pro-rated  over  all  patient 
days  of  care  supplied. 

Some  provision  must  be  made  for  profit  in  order  to  induce  proprietary 
firms  to  maintain  their  supply  of  care,  or  to  increase  their  supply  when 
expansion  is  desired.    None  of  the  listed  profit  provisions  is  designed  to 
affect  aspects  of  performance  other  than  supply.     Indeed  each  method  as- 
sures providers  some  level  of  profit  on  Medicaid  patients  independent  of 
their  performance  (subject  to  an  occupancy  constraint).     However,  profit 
levels  may  be  linked  with  particular  desired  characteristics  —  e.g.,  low 
costs  —  in  order  to  stimulate  desired  behavior.     Such  incentive  arrange- 
ments are  discussed  in  a  subsequent  section.    As  noted  earlier,  making  per 
diem  profits  a  fixed  percentage  of  costs  provides  facilities  a  direct  in- 
centive to  increase  costs.     This  approach  has  nothing  to  recommend  it  and 
merits  no  further  attention. 

Arrangements  which  pay  providers  a  fixed  dollar  amount  of  profit  per 
patient  day  are  less  odious.     They  are  neutral  with  respect  to  quality  and 
cost  levels  and,  if  set  appropriately,  will  assure  an  adequate  but  not 
excessive  supply  of  beds.     Such  arrangements  do,  however,  significantly 
affect  the  way  in  which  nursing  home  capital  costs  are  financed.  Because 
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interest  costs  are  an  allowed  expense,  reimbursed  independently  of  profits, 
financing  a  given  investment  on  borrowed  capital  will  yield  higher  reim- 
bursements than  if  the  same  expenditure  were  financed  with  equity  capital. 
Providers,  therefore,  will  tend  to  minimize  their  equity  financing  when  a 
fixed  dollar-plus  arrangement  is  used.     Because  rate  of  return  equals 
profits  divided  by  equity  capital,  low  equity  means  high  rates  of  return. 
This  may  explain  why  newspapers  report  exceedingly  high  rates  of  return  in 
nursing  homes  in  some  states  at  the  same  time  the  Securities  and  Exchange 
Commission  reports  that  large  nursing  home  chains  have  rates  of  return 
similar  to  those  earned  in  comparable  risk  industries. 

If  owner  and  equity  financial  involvement  are  thought  to  increase 
owner  responsibility,  incentives  to  minimize  equity  are  undesirable.  This 
phenomenon  may  also  create  a  supply  problem  if  states  that  have  been  using 
the  fixed  dollar  per  patient  day  approach  shift  to  the  return  on  equity 
approach  that  is  now  required  if  reimbursements  are  facility  related. 
The  shift  will  threaten  the  profitability  of  facilities  with  low  equity 
and  may  force  them  out  of  business.     Supply  problems  should,  therefore, 
be  watched  in  the  course  of  transition  to  the  new  system. 

Effective  use  of  any  facility-related  system  presumes  that  costs  are 
identified  reasonably.     Effective  use  of  the  rate-of-return  approach 
additionally  presumes  that  the  equity  figure  on  which  the  return  is  based, 
is  also  reasonable.    Both  are  strong  presumptions  —  not  because  of  the 
unreasonableness  of  program  administrators,  but  because  of  the  inherent 
difficulty  of  defining  and  identifying  "property  costs"  and,  relatedly, 
"net  equity." 
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The  New  York  State  Moreland  Act  Commission  considered  these  and  other 
problems  in  assessing  New  York's  payment  policy.     Under  New  York's  rules, 
as  under  most  facility-related  systems,  the  state  reimbursed  estimated 
property  costs  and  paid  a  return  on  estimated  net  equity.     The  Commission 
proposed  instead  a  system  that  determines  the  property  component  of  reim- 
bursement solely  on  the  basis  of  the  original  cost  of  the  facility,  the 
purchase  price  of  the  land,  and  the  selected  rate  of  return.     The  rate  at 
which  a  home  is  reimbursed  would  consequently  be  independent  both  of  whether 
the  home  is  leased  or  owned  and  of  the  price  at  which  the  home  is  sold, 
if  at  some  time  its  ownership  should  change  hands. 

The  Moreland  Commission  proposal  is  reasonable,  but  a  full  discussion 
of  it  and  the  problems  it  resolves  are  beyond  the  scope  of  this  paper  on 
structural  reimbursement  system  options.     The  proposed  system,  however, 
would  probably  eliminate  the  excessive  profits  and  dysfunctional  sales  and  9 
leasing  arrangements  now  associated  with  the  real  estate  side  of  nursing 
home  operations.     These  are  genuine  and  costly  problems  and,  together 
with  fraud,  are  the  most  commonly  recognized  ills  of  present  facility- 
related  systems.     The  change  would  not,  however,  alter  those  cost  increas- 
ing characteristics  argued  above  to  be  inherent  in  all  facility-related 
reimbursement  systems. 

c.    Prospective  Payment 

It  is  frequently  assumed  that  a  prospective  system  which  pays  a  facil- 
ity at  a  rate  determined  by  its  per  diem  costs  in  an  earlier  year  (adjusted 
for  input-price  inflation)  would  pose  different  incentives  from  retroac- 
tively determined  rates.    With  prospective  payment  the  rate  paid  for 
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service  in  year  t  is  predetermined.     Since  the  provider  can  consequently 
earn  a  surplus  by  restricting  costs  below  the  established  rate,  it  would 
seem  to  have  an  incentive  to  increase  efficiency  and  otherwise  pursue  re- 
duced costs.     That  would  be  a  patently  short-sighted  procedure,  however, 
since  by  doing  so  the  supplier  would  be  restricting  the  payment  rate  with- 
in which  it  must  operate  in  the  later  year,  the  rate  for  which  depends  on 
present  costs.     The  efficiency  incentive  of  prospective  rates  is  thus 
muted. 

Prospective  payment  poses  the  further  problem  of  constraining  facil- 
ities to  the  levels  of  costs  they  individually  incurred  in  the  past. 
Thus,  facilities  which  were  high  cost  in  the  past  will  be  less  constrained 
in  the  future  than  facilities  which  had  lower  costs  —  because  of  greater 
efficiency,  lower  quality  care,  and/or  a  simpler  patient  mix. 

Prospective  rates,  however,  need  not  be  so  mechanical.     Rates  in 
period  t  may  be  related  to  unit  costs  incurred  in  period  t-1  or  t-2  with- 
out being  set  equal  to  these  costs*.  Past  cost  reports,  thus,  could  be  the 
basis  for  negotiations  between  the  facility  and  the  state  over  the  (pro- 
spective) rate  to  be  paid  during  the  forthcoming  year.     The  facility  could 
seek  rate  increases  to  cover  expanded  services,  improved  care,  or  changes 
in  plant.     The  state  could  either  permit  the  rate  increase  or  could  reject 
it  and  force  the  home  to  continue  operating  within  its  former  (real)  rate 
of  reimbursement.     Although  such  negotiations  can  also  occur  under  retro- 
spective rate  arrangements  they  are  unlikely  to  be  as  effective  in  that 
application.     This  is  because  the  state's  ability  and  willingness  to  reject 
facility  expenses  is  obviously  greater  prior  to  the  committing  of  funds 
than  after  expenditures  have  actually  occurred. 
*See  equations,  p.  138. 


136 


The  state  also  presumably  can  negotiate  a  real  rate  reduction  with  a 

provider  whose  costs  are  excessive,  although  its  ability  to  do  so  will 

depend  on  market  conditions  (are  there  competitors  providing  equivalent 

service  at  lower  rates?)  and  the  political  and  administrative  resources 

and  skills  of  the  reimbursement  authority.     Dowling's  arguments  on  hospital 

reimbursement  apply  as  well  to  long-term  care  facilities. 

Rigorous  analysis  requires  detailed  capital  and 
operating  budgets,  information  about  the  assumptions 
and  plans  which  underlie  them,  and  department-by- 
department  or  program-by-program  review.  Projected 
use  levels  must  be  examined,  and  the  appropriateness 
of  the  quantities  and  types  of  resources  budgeted  to 
accomplish  these  use  levels  judged. 26 

In  light  of  the  difficulties  which  many  states  experience  in  carrying 

out  adequate  audits,  it  is  evident  as  Dowling  notes  that  "few  external 

organizations  have  the  expertise  or  staff  at  the  present  time  to  conduct 

27 

such  a  rigorous  analysis."        As  a  consequence,  though  individually 
negotiated  prospective  rates  facilitate  the  pursuit  of  specific  perform- 
ance objectives,  they  are  likely  to  fall  short  of  their  potential  in 
actual  operation. 

d.     Incentives  to  Minimize  Costs 

Under  retrospective  facility-related  reimbursements  providers  have 
no  incentive  to  control  their  costs.    Putting  such  reimbursements  on  a 
non-negotiated  prospective  basis  provides  only  a  minimal  cost-control  in- 
centive.    This  is  because  the  home  which  reduces  present  costs  in  search 
of  present  profits  reduces  the  payment  rate  within  which  it  must  operate 
in  the  future.     It  is  not  surprising,  therefore,  that  additional  cost  con- 
trol features  are  often  proposed  to  modify  facility-related  arrangements. 


137 


Most  such  "incentive-reimbursement"  arrangements  take  a  basic  form 
such  as  (1).     That  is, 

where  R  =  per  diem  reimbursement 
C  =  per  diem  cost 
T  =  cost  target 

(1)  R1  =  C1  +  a  (T  -  C  )  i  =  ith  facility 

l>a>0 

The  ith  facility  will  be  paid  an  amount  equal  to  its  per  diem  costs  plus  a 

bonus  (penalty)  equal  to  some  proportion  (a)  of  the  amount  by  which  its 
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costs  fall  below  (exceed)  some  pre-established  figure.        Under  this 
arrangement  providers  that  reduce  their  costs  also  reduce  their  revenues, 
but  at  the  same  time  they  increase  the  excess  of  revenues  over  costs.  A 
proprietary  firm  with  its  eye  on  profits  thus  is  given  some  incentive 
under  this  arrangement  to  control  its  costs.     The  situation,  however,  may 
well  be  different  for  voluntary  nonprofit  suppliers.     They  are  focused 
less  on  a  revenue  surplus  and  more  on  the  level  of  their  total  revenues 
(which  can  finance  quality)  than  are  proprietary  firms.     Nonprofit  facil- 
ities, therefore,  are  unlikely  to  reduce  their  costs  and  consequently 
their  revenues  even  if  doing  so  expands  their  surplus  as  it  would  under 
a  cost-incentive  arrangement. 

In  considering  the  issue  of  effectiveness,  it  is  useful  to  rearrange 
the  terms  of  equation  (1) .     This  simply  indicates  that  when  a  cost  incen- 
tive feature  is  used  to  modify  a  facility-related  reimbursement  scheme, 
the  resulting  reimbursement  level  for  a  facility  is  the  weighted  average 

(2)  R1  =  (1  -  a)     C1  +  a  T  (1  >  a  >  0) 

of  a  facility-related  reimbursement  (C"S  and  a  facility-independent  one 

29 

(T)  with  weights  equal  to  (1  -  a)  and  a. 
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The  reason  for  restating  the  reimbursement  formula  in  this  way  is 
simple.     It  correctly  suggests  that  cost-incentive  arrangements  combine 
the  merits  and  problems  as  well  as  payment-characteristics  of  the  two  reim- 
bursements which  are  merged.     Furthermore,  the  symbiosis  does  not  result 
in  a  summing  of  merits  and  cancelling  of  flaws  of  the  merged  systems. 
Thus,  for  example,  starting  from  a  pure  facility-related  arrangement 
(a  =  0) ,  the  raising  of  a  will  provide  successively  greater  incentives 
to  control  costs  —  but  to  whatever  degree  cost  control  is  achieved,  homes 
will  also  be  encouraged  to  sacrifice  quality.     Analogous  realities  are 
confronted  if  one  begins  with  a  facility-independent  arrangement  (a  =  1) 
and  moves  on  the  spectrum  towards  greater  facility  relatedness. 

This  is  not  to  argue  against  the  modification  of  facility-related 
arrangements  to  include  a  cost-incentive  feature  but  rather  to  stress 
that  tradeoffs  are  not  thereby  avoided.     A  blend  of  merits  and  flaws  may 
well  be  preferred  to  the  characteristics  confronted  at  the  extremes.  Thus, 
for  example,  the  degree  of  the  cost-control  and  quality-sacrifice  incen- 
tives associated  with  a  =  0.5  may  be  preferred  to  the  strong  cost-control, 
quality  sacrifice  and  other  incentives  associated  with  an  a  of  1. 

The  target  is  assumed  here  to  be  facility  independent.     As  with  a  rate 
which  is  facility  independent  the  target  may  be  uniform  for  all  facilities 
or  can  be  varied  with  the  characteristics  of  facilities.     All  of  the  rea- 
soning advanced  in  the  discussion  of  varying  and  uniform  rates  applies 
directly  here  and  has  an  importance  directly  proportional  to  a. 

To  this  point  the  discussion  of  incentive  features  has  assumed  retro- 
spective reimbursements.     However,  such  a  feature  can  also  be  used 
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to  strengthen  the  limited  cost  control  incentives  of  prospective 
reimbursements . 

For  example,  reimbursements  could  be  determined  by  an  equation  such 
as  (3).     This  maintains  the  prospective  system's 

(3)   Rl  -    Tc       +  (T        -  )      x  (1  +  F)        t  =  time  period  t 

t  t-n  -       t-n        t-n  J  ,         c  ON  . 

L  n  =  number  of  year  (1  or  2)  m 

past  on  which  reimbursements 
are  based 
F  =  percentage  increase  in  reim- 
bursement over  base  period 
that  is  desired  to  adjust 
for  inflation  or  other 
considerations 

present  period  incentive  to  control  costs  and  reduces  the  negative  effect 
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which  cost  cuts  would  otherwise  have  on  future  reimbursements.  This 
clearly  strengthens  the  cost-control  aspect  of  prospective  reimbursements 
but  may  not  do  so  sufficiently  to  influence  providers. 

This  entire  discussion  of  incentive  features  has  assumed  that  they 
are  applied  to  all  costs.     They  can  also  be  applied  in  a  limited  way  to 
selected  cost  categories.     Other  costs  may  then  be  reimbursed  on  a  pure 
facility-related  basis  because  they  are  thought  to  be  inappropriate  targets 
for  economizing  efforts  —  either  because  they  are  thought  to  be  beyond 
facilities'  control  or  because  economizing  on  them  is  thought  to  unduly 
threaten  the  quality  of  care  which  is  provided.     Thus,  among  the  cate- 
gories which  are  isolated  from  the  cost  incentive  feature  of  the  New  York 
system  are  capital  costs  and  nursing  salaries. 

E.  Conclusions 

Simply  stated,  the  objective  of  nursing  home  reimbursement  policy 
is  to  contain  costs  while  maintaining  satisfactory  levels  of  care  quality 
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and  bed  supply.     Neither  facility-related  nor  facility- independent  reim- 
bursement fully  satisfy  these  goals.     Because  of  its  superior  incentives 
for  efficiency,  however,  facility-independent  reimbursement  with  rates 
varied  to  encourage  desired  performance  is  the  preferred  system. 

Actual  implementation  of  a  variable  facility-independent  system  in 
pursuit  of  cost  efficiency  raises  operational  issues  that  are  generally 
beyond  the  scope  of  this  paper.     Perhaps  the  most  important  of  these 
surround  the  payment  of  facility- independent  rates  in  a  state  that  for- 
merly reimbursed  on  a  facility-related  basis.     Facilities  that  were  en- 
couraged to  develop  divergent  costs  will  then  be  confronted  by  new  rules 
that  unfairly  penalize  formerly  sanctioned  high  cost  homes.     This  effect 
can  be  cushioned  in  at  least  two  ways.     First,  capital  costs  of  existing 
facilities  could  be  reimbursed  on  a  facility-related  basis  using  a  con- 
ventional (interest,  depreciation,  and  return  on  equity)  or  imputed  rental 
approach.     This  would  protect  existing  facilities  with  unalterably  high 
capital  costs  from  lower  facility-independent  rates  designed  to  control 
the  construction  costs  of  new  facilities.     Second,  facility-independent 
rates  on  operating  costs  could  be  phased  in  gradually.     Each  home's  reim- 
bursement could  be  the  weighted  sum  of  a  facility-independent  and  a 
facility-related  component  —  with  the  weight  on  the  facility-independent 
component  rising  to  1  over  a  five  to  ten  year  period.     This  would  permit 
homes  to  adjust  gradually  (in  both  directions)  to  a  system  that  inten- 
tionally permits  less  variation  in  costs  and  (cost-related)  quality. 

Although  rate  variation  can  encourage  quality  care,  facility- 
independent  reimbursement  tends  to  reward  the  sacrifice  of  quality  in 
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pursuit  of  lower  costs.     It  is,  therefore,  extremely  important  that 
facility- independent  reimbursement  be  accompanied  by  other  policies  that 
assure  the  delivery  of  quality  care.     In  addition  to  enforcement  of  qual- 
ity standards,  both  within  and  outside  the  reimbursement  mechanism,  con- 
sideration should  be  given  to  measures  that  foster  market  competition. 
These  include  efforts  to  increase  information  about  facilities  for  families 
and  professionals  who  make  placements,  and  might  also  include  intentional 
support,  through  reimbursement,  of  excess  capacity  that  will  force  homes 

to  compete  for  patients.     The  wisdom  of  this  course  is  contingent  on  evi- 
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dence  that  excess  capacity  does  not  encourage  increased  utilization. 

Although  the  direction  of  reimbursement  incentives  is  clear,  rela- 
tively little  is  known  about  the  magnitude  of  effects  —  particularly 
when  rate  maximums  and  other  complicating  characteristics  of  reimburse- 
ment systems  are  recognized.     Given  our  ignorance,  it  would  be  unwise  now 
to  restrict  states  to  a  single  narrow  band  of  reimbursement  alternatives. 
It  is  wiser  to  proscribe  certain  practices,  and  to  encourage  or  require 
more  competent  administration,  while  leaving  states  considerable  freedom 
in  selection  of  basic  reimbursement  options.     This  is  what  Sec.  249  of 
P.L.  92-603,  as  interpreted,  does.     It  would  also  be  wise  to  use  the 
variety  of  reimbursement  practices  that  remain  as  a  basis  for  empirical 
study.     Empirical  analysis,  however,  is  complicated  by  the  difficulty  of 
disentangling  the  effects  of  reimbursement  arrangements  from  the  influence 
of  other  policies  and  market  pressures.     It  is  rendered  still  more  treach- 
erous by  the  great  variety  of  arrangements  used  by  states  —  a  variety 
obscured  by  terms  like  "flat-rate  state"  and  "reasonable  cost  state"  that 
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conceal  maximums,  methods  of  establishing  flat  rates,  prospectiveness  and 
retrospectiveness  and  other  characteristics  that  vary  among  states  and 
importantly  affect  impacts. 

This  problem,  as  well  as  a  more  pressing  practical  one,  might  be 
alleviated  by  a  single  technical  assistance  program.     HEW  could  specify 
four  or  five  complete  reimbursement  systems  in  considerable  detail,  and 
could  provide  assistance  to  states  seeking  to  adopt  one.     The  availability 
of  reasonable  prototypes  might  be  very  useful  to  many,  if  not  most,  states 
over  the  next  year.     If  adopted  by  many  states,  the  use  of  but  four  or 
five  distinct  systems  would  also  provide  a  more  orderly  environment  in 
which  to  try  to  understand  reimbursement  systems.     The  use  of  well  defined 
systems,  and  only  a  small  number  of  them,  would  increase  researchers' 
abilities  to  identify  the  impacts  of  different  reimbursement  systems  on 
costs  and  other  aspects  of  nursing  home  performance. 
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CHAPTER  IV 
HMO  REIMBURSEMENT  AND  REGULATION 

A.  Introduction 

Social  critics  of  any  sort  may  channel  their  critiques  in  one  of  two 
directions.     They  may  describe  the  inadequacies  of  particular  institutions 
and  then  suggest  a  means  for  overcoming  those  inadequacies  and  saving 
those  institutions,  or  they  may  suggest  that  the  institutions  are  not 
worth  saving  and  that  the  development  of  alternative  social  structures  is 
essential.     In  health  care,  the  latter  approach  has  become  embodied  in  the 
form  of  health  maintenance  organizations  (HMOs) .     HMOs  have  become  the 
alternative  to  the  fee-for-service  delivery  system.     They  are  integral 
components  of  prominent  national  health  insurance  proposals,  the  focus 
of  suggested  health  planning  approaches,  and  a  central  option  for  solving 
the  plethora  of  problems  beleaguering  Medicaid. 

The  phrase  "health  maintenance  organization"  (HMO)  was  first  coined 
by  Dr.  Paul  Ellwood  and  formally  introduced  onto  the  national  scene  by  Presi- 
dent Nixon  in  1971. HMOs  have  grown  to  represent  a  conceptually  intrigu- 
ing and  administratively  complex  mode  of  delivery.     According  to  Ellwood, 
HMOs  are  "organizations  which  provide  comprehensive  health  services  to 

voluntarily  enrolled  consumers,  on  the  basis  of  fixed  price  —  or  capita- 
1,2 

tion  contracts. 

Theoretically,  all  other  HMO  attributes  stem  from  these  characteris- 
tics. Prepayment  fixes  the  HMO's  budget.  The  organization  maximizes  its 
profits  by  minimizing  the  cost  of  the  services  it  provides.     This  can  be 
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done  by  offering  only  necessary  care,  using  suitable  but  cheaper  substi- 
tutes and/or  underproviding  services.     The  availability  of  comprehensive 
services  facilitates  the  use  of  substitutes  (e.g. ,  preventive  care  for 
episodic  care) .    Voluntary  enrollment  places  competitive  pressure  on  the 
HMO.     If  services  are  not  delivered  or  inadequately  parceled  out  then 
members  will  disenroll  and  seek  care  elsewhere.    And  together,  prepayment, 
comprehensive  services,  and  voluntary  enrollment,  promise  to  restructure 
the  delivery  of  health  care  and  to  create  a  system  of  organizations  all 
vying  to  keep  their  enrollees  as  healthy  as  possible  at  as  little  cost 
as  possible. 

A  further  attribute  of  HMOs  is  that  they  may  assume  a  variety  of 
different  organizational  configurations  based  upon  the  way  physicians  are 
organized  or  reimbursed,  the  relationship  between  the  HMO  and  its  partici- 
pating health  facilities,  the  scope  and  extent  of  the  benefit  packages, 
the  use  of  copayments  or  deductibles,  the  way  capitation  rates  are  set, 

the  extent  that  risks  are  underwritten  by  the  HMO  and  the  characteristics 

3 

of  the  enrolled  population.      This  variability  supposedly  increases  the 
ease  with  which  HMOs  can  adapt  to  the  needs  and  customs  of  any  particular 
area. 

Each  of  these  variables  suggest  a  means  for  categorizing  HMOs.  The 
most  popular  approach  has  been  to  divide  HMOs  into  two  potentially  antago- 
nistic types  —  the  prepaid  group  practices  (PGPs)  and  the  foundations  for 
medical  care  (FMCs) ,  also  known  as  individual  practice  associations.  These 
two  types  of  prepaid  plans  may  be  distinguished  by  two  criteria:     (1)  locus 
of  administrative  control  and  (2)  provider  organization.     The  FMC  plans 
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are  usually  controlled  by  the  county  medical  associations  while  the  larger 
PGPs  may  be  owned  and  run  by  various  types  of  organizations  such  as  con- 
sumer associations,  labor  unions,  medical  schools,  etc.     Physicians  in 
the  best  known  PGPs  usually  practice  at  a  common  facility  and  usually 
receive  payment  on  a  salary  or  capitation  basis.     They  may  have  ownership 
in  the  plan  or  may  have  contracted  with  the  HMO  as  a  group  to  furnish 
medical  services. 

By  contrast  the  organization  of  the  FMCs  reflects  the  political 
preferences  of  the  medical  societies  that  control  them.     In  accordance 
with  those  preferences  most  FMCs  are  composed  of  physicians  in  private 
offices  whom  the  HMO  pays  on  a  f ee-f or-service  basis.     Just  as  the  intro- 
duction of  physician-sponsored  health  insurance  (Blue  Cross  and  Blue 
Shield)  can  be  seen  as  an  attempt  to  forestall  nationally  legislated 
health  insurance,  the  introduction  of  the  foundation  plans  can  be  seen 

4 

as  a  response  by  the  local  medical  society  to  prevent  PGPs  from  forming. 

HMOs  have  not  only  been  an  organizational  approach,  they  have  also 
been  a  political  strategy.     As  such  they  have  been  subject  to  the  embel- 
lishments and  rhetoric  which  normally  occupy  the  political  arena.     In  the 
case  of  HMOs,  however,  we  will  argue  that  the  rhetoric  has  been  too  suc- 
cessful and  the  embellishments  too  plausible.     States  which  have  latched 
onto  HMOs  as  a  possible  Medicaid  cure-all  have  often  uncritically  accepted 
the  HMO  superiority  assumption.     This  assumption  states  that  once  an  HMO 
enrolls  Medicaid  recipients  then  those  recipients  will  receive  all  the 
necessary  care  they  need  (including  preventive  medicine)  as  inexpensively 
as  possible.     It  assumes  that  appropriate  levels  of  care  and  efficiency 
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are  intrinsic  characteristics  of  HMOs  and,  therefore,  that  state  monitor- 
ing is  unnecessary.     Reimbursement  issues  —  the  setting  of  the  capitation 
rate  —  become  the  most  important  aspect  of  state  involvement.     The  pri- 
mary concern  here  is  that  the  rate  does  not  exceed  the  f ee-f or-service 
experience.     If  the  state  can  demonstrate  a  "savings"  (compared  to  fee- 
f or-service)  the  HMO  program  is  considered  a  success. 

Contrary  to  expectations,  recent  Medicaid  experience  has  shown  that 
such  "success"  is  tempered  by  unethical  HMO  marketing  practices,  the  under 
provision  of  services,  the  HMO's  disenrollment  of  recipients  and  excessive 
HMO  administrative  costs.     These  problems  have  resulted  from  a  lack  of 
state  administration  and  a  tendency  for  many  HMOs  participating  in  Medi- 
caid to  cater  almost  exclusively  to  welfare  recipients.     For  a  variety  of 
reasons  these  Medicaid  HMOs  will  not  approximate  the  desired  theoretical 
behavior  of  HMOs.     The  peculiar  nature  of  the  Medicaid-HMO  requires  that 
the  states  first  address  the  issues  of  HMO  marketing,  the  utilization  of 
services,  disenrollment  of  enrollees  and  grievance  procedures.     States  can 
identify  the  most  appropriate  reimbursement  scheme  only  after  these  issues 
have  been  resolved. 

B.      The  Creation  of  HMOs 

1.     Organization,  Concept,  and  Federal  Involvement 

In  early  1970,  Dr.  Paul  Ellwood  and  his  associates  prepared  an  execu- 
tive health  strategy  for  the  Nixon  administration.^    Based  on  the  experi- 
ence of  several  large  prepaid  group  practices,  Ellwood  proposed  the 
repackaging  of  the  concept  in  the  form  of  health  maintenance  organizations 
and  selling  it  to  the  public  as  an  alternative  to  the  f ee-f or-service 
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delivery  system.     Amidst  the  excitement,  very  little  attention  was  paid 
to  the  fact  that  neither  the  HMO  concept,  development,  nor  government  in- 
volvement was  of  recent  origin.     Prepaid  group  practice  dates  back  to 
1929  when  at  that  time  the  Baylor  University  Hospital  Plan  and  the  Ross- 
Loos  Physician  Plan  were  formed.^    Both  groups  displayed  the  three  basic 
characteristics  now  attributed  to  HMOs.     First,  they  both  had  a  group  of 
voluntary  enrollees  contracting  directly  with  medical  providers  for  ser- 
vices.    Secondly,  reimbursement  was  on  a  prepaid  basis.     Finally,  providers 
were  financially  at  risk  for  any  expenditures  in  excess  of  the  group's 
budget. 

In  terms  of  a  formal  presentation  of  the  prepaid  group  practice  con- 
cept, the  twenties  once  again  provide  the  setting.     A  prestigious  group  of 
physicians  and  public  health  specialists  convened  in  1927.     Dubbed  the 
Committee  on  the  Costs  of  Medical  Care  (CCMC)  they  issued  a  series  of 
papers  and  reports  on  the  "economic  aspects  of  the  prevention  and  care 
of  sickness,  including  the  adequacy,  availability,  and  compensation  of  the 
persons  and  agencies  concerned."'7    The  CCMC  concluded  that: 

(1)  physicians  and  related  practitioners  should  practice 
in  groups 

(2)  methods  of  preventive  disease  should  be  more  exten- 
sively and  more  effectively  applied 

(3)  medical  facilities  should  be  coordinated  by  appropriate 
agencies  on  a  community  basis 

(4)  the  costs  of  medical  care  should  be  distributed  over 
groups  of  people  over  time  through  the  use  of  insurance, 
taxation  or  both.^ 

While  the  recommended  method  of  payment  may  strike  our  ears  as  some- 
what conservative,  at  the  time,  the  application  of  insurance  to  health  was 
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a  very  liberal  proposal.     It  was  so  ill  defined  that  the  notion  of  insur- 
ance was  not  necessarily  linked  to  an  insurance  company.    Hirshfield  has 
identified  three  basic  approaches  to  financing  medical  needs  during  this 
period:    cooperative  medical  care  plans  established  and  administered  by 
lay  groups,  plans  for  budgeting  of  medical  expenses  under  the  control  of 

the  organized  medical  profession,  and  private  nonprofit  hospitalization  in- 
9 

surance  plans.       The  impact  of  the  CCMC  on  the  nature  and  development  of 

cooperative  plans  is  of  particular  interest: 

Cooperative  medical  care  plans  had  first  received  na- 
tional attention  during  the  1920' s  with  the  research 
and  recommendations  of  the  CCMC.    Under  cooperative 
plans  participating  members  paid  annual  fees  into  funds 
which  were  controlled  by  membership-elected  boards  of 
directors.     The  fees  were  used  by  the  boards  to  hire 
physicians  and  other  professional  personnel,  build  or 
rent  medical  facilities,  and  administer  the  plans.  In 
return  for  their  fee  prepayments,  the  participating 
members  were  eligible  to  receive  as  much  of  the  speci- 
fied categories  of  medical  care  as  they  needed  from 
the  cooperatives  during  the  current  year.-^ 

The  first  of  these  cooperative  plans  included  the  Oklahoma  Farmer's 
Union  (1932)  and  Group  Health  Association  (1937).^"'''    Group  Health  Associa- 
tion (GHA)  is  of  particular  interest  because  it  was  organized  by  a  group 

of  federal  employees  of  the  Home  Owners  Loan  Corporation  and  received 

12 

initial  financial  assistance  from  the  Federal  Home  Loan  Bank.        GHA  is 

a  centrally  controlled  medical  cooperative.     Its  physicians  are  salaried. 

While  GHA  does  not  own  a  hospital,  it  does  maintain  working  relationships 

with  major  hospitals  in  Washington,  D.C.     During  the  earlier  stages,  GHA 

withstood  harassment  by  the  American  Medical  Association  and  the  Medical 

Society  of  the  District  of  Columbia  and  successfully  brought  an  anti-trust 

13 

action  against  these  organizations.        Once  these  legal  problems  were 
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resolved,  GHA  grew  and  extended  its  enrollment  into  other  federal  agencies. 

Between  1937  and  1976  GHA  expanded  its  membership  from  3,000  to  over 

100,000  with  approximately  70  percent  of  its  current  enrollment  coming 

14 

from  the  federal  government.        However,  what  should  be  stressed  is  that 
federal  money,  federal  employees,  and  federal  benefits  created  a  Washington, 
D.C.  HMO  35  years  before  the  federal  government  coined  the  HMO  acronym. 

If  neither  the  concept,  the  organization,  nor  the  government's  in- 
terest in  prepaid  group  practice  is  an  innovative  part  of  the  Health 
Maintenance  Strategy,  why  has  it  caused  such  a  flurry  of  federal  and  state 
legislation?    Why  has  it  received  the  attention  and  interest  in  the  pro- 
fessional journals  that  is  usually  awarded  to  new  discoveries?    And,  why 
have  the  politically  conservative  accepted  a  concept  which  they  formally 
rebuked  as  a  radical  alternative? 

The  answers  rest  with  the  skillful  political  persuasion  of  the  Nixon 
administration  and  the  rhetorical  power  of  the  name  Health  Maintenance 
Organization.     In  order  to  appreciate  the  political  dimensions  of  this 
policy  change,  we  will  first  summarize  the  findings  about  prepaid  group 
practice  prior  to  and  after  Nixon's  1971  National  Health  Maintenance 
Strategy. 

2.     Prepaid  Group  Practice:     Before  HMOs 

Prepaid  group  practice  as  exemplified  by  the  experience  of  the  large 
established  "prototype  HMOs"  is  an  organizational  structure  which  had  dis- 
played specific  advantageous  characteristics  relative  to  the  f ee-for-service 
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system.*    Prior  to  the  1971  Health  Maintenance  Strategy,  these  advantages 
had  been  discussed  in  terms  of  lower  costs  (via  lower  hospitalization  and 
greater  administrative  specialization),  increased  coordination  of  inputs, 
comparable  quality  of  care  and  general  consumer  satisfaction.     Three  bench- 
mark reviews  of  the  1960s  provide  evidence  of  the  analytical  efforts  of 
that  time. 

In  a  1963  review  of  the  effect  of  prepaid  group  practice  on  hospital 
use,  Herbert  Klarman  found  that  most  prepaid  groups  experienced  lower 
hospitalization  rates  than  other  groups  insured  under  a  different  mecha- 
nism.    In  acknowledging  that  other  variables  may  have  affected  hospitaliza- 
tion differentials  Klarman  concluded: 

Many  reasons  have  been  offered  to  explain  reported 
differences  in  hospital  use  among  insured  groups.  Of 
increasing  prominence  today  is  the  presence  or  absence 
of  controls.     Controls  take  various  forms  and  may  be 
carried  out  by  salaried  physicians,  by  subscribers  con- 
fronted with  financial  deterrents,  or  by  self-insured 
plans  in  which  the  members  actively  cooperate;  or  con- 
trols may,  in  effect,  be  imposed  by  lack  of  inaccessi- 
bility of  hospital  beds.     The  organizational  framework 
of  group  practice  may  constitute  a  source  of  control 
over  hospital  use  as  well  as  a  vehicle  for  providing 
ambulatory  services. ^ 

A  1967  study  of  Kaiser  performed  by  the  National  Advisory  Commission 

on  Health  Manpower  expanded  their  examination  beyond  hospitalization.  As 

a  result  of  their  investigations  the  Commission  found: 

The  quality  of  care  provided  by  Kaiser  is  equivalent, 
if  not  superior,  to  that  available  in  most  communities. 


*The  concept  of  "prototype  HMO"  was  explained  by  former  HEW  Secretary 
Richardson  in  1972  "as  these  plans  which  incorporate  at  least  some  of  the 
characteristics  essential  to  an  HMO-type  program."    The  definition  of  "at 
least  some  characteristics"  is  implicitly  stated  in  Richardson's  designa- 
tion of  30  existing  medical  organizations  as  "prototype  HMOs. "15 
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The  cost  savings  of  Kaiser  relative  to  the  usual  de- 
livery system  are  manifested  both  in  lower  absolute 
expenses  per  person  for  care  and  in  lower  trend  rates 
of  increase  in  expense.     These  economics  appear  due 
almost  entirely  to  the  elimination  of  unnecessary 
health  care,  particularly  hospitalization. 

The  Kaiser  Foundation  Medical  Care  program  has  achieved 
real  economies,  while  maintaining  high  quality  of 
care,  through  a  delicate  interplay  of  managerial  and 
professional  interests.     This  has  resulted  from  struc- 
turing economic  arrangements  so  that  both  professional 
and  managerial  partners  have  a  direct  economic  stake  in 
the  successful  and  efficient  operation  of  the  overall 
program.     As  a  result,  there  has  been  created  a  cost 
consciousness  among  the  health  professionals  and  a 
health  care  consciousness  among  the  administrators 
which  enables  them  to  work  toward  a  common  goal  with- 
out either  sacrificing  or  overemphasizing  their  own 
points  of  view. 17 

Finally,  an  exhaustive  review  by  Avedis  Donabedian  in  1969  concluded 

that  while  there  might  be  some  legitimate  disputes  over  some  of  the 

characteristics  of  prepaid  groups, 

Least  open  to  doubt  is  the  capability  of  prepaid  group 
practices  to  achieve  a  more  rational  pattern  in  the  use 
of  medical  resources,  its  ability  to  control  costs  and 
the  greater  protection  it  generally  offers  against  the 
unpredictable  financial  ravages  of  illness.     Less  is 
known  about  the  levels  of  quality  attained,  but  there 
is  little  to  suggest  that  technical  quality  suffers  and 
much  to  suggest  that  it  is  maintained  and  safeguarded. 
Although  prepaid  group  practice  has  appealed  to  enough 
people  to  ensure  a  slow  but  steady  growth,  its  accept- 
ability to  broad  segments  of  potential  recipients  and 
providers  of  care  remains  in  considerable  doubt.... 
Nevertheless,  the  great  majority  of  subscribers  and 
physicians  in  prepaid  group  practice  are  satisfied  by 
what  they  have.-^ 

These  appear  to  be  substantive  advantages.  They  are  neither  glamorous 
nor  catchy  but  they  do  suggest  that  prepaid  group  practice  could  serve  as  a 
vehicle  to  lower  medical  costs  while  not  significantly  affecting  quality 


or  consumer  satisfaction.     However,  prepaid  groups  had  been  unable  until 
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very  recently  to  persuade  a  good  many  participants  in  the  health  care 
system  that  they  were  a  viable  alternative.     There  was  much  resistance 
to  change  on  the  part  of  providers.    Prepaid  practice  was  perceived  as 
a  threat  to  the  dominant  mode  of  delivery  and  as  a  mechanism  which  en- 
couraged lay  interference  and  poor  quality  care.     Professional  associa- 
tions, particularly  physician  associations,  have  harassed  peers  who  par- 
ticipated in  prepaid  groups  and  have  lobbied  for  laws  which  placed 

19 

substantial  barriers  on  the  development  of  prepaid  groups.        On  the 
other  hand,  consumer  ignorance  and  habituation  to  f ee-f or-service  severely 
limited  the  demand  for  an  alternative  form  of  delivery. 
3.     The  National  Health  Maintenance  Strategy 

The  localized  resistance  to  and  national  obscurity  of  prepaid  group 
practice  and  foundations  for  medical  care  was  altered  by  Nixon's  1971 
National  Health  Maintenance  Strategy.     From  the  Nixon  Administration  point 
of  view,  this  form  of  medical  delivery  solved  a  number  of  political  prob- 
lems.    First,  it  was  seen  as  a  practical  response  to  the  critical  dimen- 
sions of  the  health  care  crisis,  a  crisis  which  Nixon  had  proclaimed  in 
20 

July  1969.        Secondly,  by  encouraging  a  local  and  decentralized  form  of 

21 

care,  it  provided  a  natural  complement  to  Nixon's  New  Federalism.  Third, 
by  grouping  prepaid  group  practice  and  foundations  for  medical  care  under 
one  generic  banner,  Nixon  minimized  the  resistance  by  the  medical  soci- 
eties; for  as  Havighurst  has  observed,  foundations  were  often  organized 

to  prevent  "encroachment  of  prepaid  group  practice  plans  in  the  medical 

22 

society's  territory."        Finally,  the  prospect  of  infusing  the  medical 
marketplace  with  "free  enterprise"  and  "competition"  represented  a  means 
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of  reaching  his  more  conservative  constituency.        However,  before  the 
concept  could  be  set  forth  as  a  major  policy  initiative,  it  underwent 
standard  marketing  transformations.     Thus,  prepaid  group  practice  and 
foundations  for  medical  care  became  health  maintenance  organizations.  The 
administration  embellished  established  claims  and  launched  a  heavily  pub- 
licized promotional  campaign. 

The  new  title  performed  several  necessary  functions.     First,  it 
freed  opponents  of  prepaid  group  practice  from  maintaining  historic 
consistency.     Hostile  associations  did  not  have  to  admit  to  an  about  face 
on  issues  which  they  had  vehemently  opposed  only  a  few  years  ago.  The 
immediate  reflex  response  triggered  by  prepaid  group  practice  was  miti- 
gated.    And,  possible  support  for  the  concept  could  be  considered  regard- 

24 

less  of  past  experience.        After  all,  an  HMO  may  resemble  a  prepaid 

group;  it  may  even  be  so  close  a  variant  to  a  prepaid  group  as  to  be 

indistinguishable  from  a  prepaid  group  but  it  is  still  an  HMO  and  not  a 

prepaid  group.     Secondly,  the  incorporation  of  health  maintenance  in  the 

name  itself  (implying  a  commitment  to  preventive  medicine  as  well  as 

25 

episodic  medical  care)       suggested  that  this  organization  had  overcome 
the  prepaid  group  incentives  to  under  provide  services. 

The  enhancement  of  HMO  attributes  exceeded  any  of  the  claims  of  the 
old  time  advocates  of  prepaid  groups.    Now  in  addition  to  lower  costs, 
comparable  quality,  and  general  consumer  satisfaction,  HMOs  would  main- 
tain health,  provide  a  "comprehensive"  as  well  as  tightly  coordinated 
benefit  package  to  its  enrollees,  bring  mainstream  medicine  to  the  poor 
and  aging,  rectify  the  practice  of  cream  skimming  engaged  in  by  major 
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third  party  fiscal  intermediaries,  introduce  competition  into  the  medical 

market  place  and  remove  the  need  for  increased  government  intervention  in 

the  health  care  system  while  at  the  same  time  acting  as  a  fiscal  tool  for 

2  6 

federal  and  state  health  programs.  One  might  argue  that  this  would  be 
sufficient  cause  for  adopting  the  HMO  solution.  However,  Ellwood  argued 
that  there  was  more.  The  creation  of  a  "highly  diversified  and  competi- 
tive health  maintenance  industry"  would  encourage  and  indeed  necessitate 

27 

"internal  self-regulation"  on  the  part  of  the  firms.        The  self  regulation 

would  then  obviate  the  need  for  government  controls  over  the  price,  quality, 

28 

use  of  services  or  distribution  of  health  care  providers.        As  a  result, 
the  major  problems  we  faced  in  the  health  care  sector  would  be  resolved. 

If  HMOs  had  been  endorsed  as  a  co-existing  alternative  to  the  fee- 
for-service  mode  of  delivery,  these  claims  of  HMO  superiority  might  easily 
dwell  in  the  realm  of  over-kill.     However,  if  HMOs  were  to  supplant  fee- 
for-service  and  restructure  the  delivery  system,  then  these  proposed  bene- 
fits were  an  essential  part  of  the  political  process.*    First,  the  alleged 
HMO  advantages  served  to  rebut  proponents  of  increased  federal  control 
over  the  medical  care  system.     Second,  they  provided  a  rather  success- 
ful rhetorical  base  for  the  unlikely  coalition  of  conservatives  and  liber- 
als, business  and  labor,  federal  and  state  legislators  and  administrators; 

29 

and  traditional  and  innovative  medical  practitioners.        There  was 


*The  Administration's  intent  was  made  clearly  by  former  HEW  Secretary, 
Elliot  Richardson,  in  April  1972  testimony  before  Congress  when  he  stressed 
that  HEW's  goal  was  to  avail  the  choice  of  HMO  coverage  "to  all  of  the 
people  of  the  United  States  .   .    .  as  an  alternative  to  other  financial 
arrangements . " 
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something  for  everyone.     From  a  multitude  of  perspectives,  HMOs  seemed 
to  be  the  way  to  go. 

4.     HMO  Act  of  1973 

With  the  backing  of  this  broad  coalition,  HMO  legislation  (P.L.  93-222) 
became  law  in  1973.     The  bill  offered  grants,  loans,  and  loan  guarantees 
to  all  qualified  HMOs  for  planning,  development,  and  startup  costs.  It 
also  required  employers  to  offer  their  employees  the  "dual  option"  of 
selecting  employers'  health  care  package  or  the  services  of  a  qualified 
HMO. 

The  basic  problem  with  the  legislation  was  that  an  HMO  could  easily 
price  itself  out  of  the  market  if  it  met  all  of  the  federal  requirements. 
These  included  an  exhaustive  benefit  package,  the  use  of  a  single  "commun- 
ity rate"  for  all  applicants  (rather  than  using  "experience  rating"  which 
would  vary  capitation  charges  according  to  the  previous  medical  experience 
of  a  specific  group) ,  a  mandatory  open  enrollment  period  of  30  days  every 
year  (which  would  allow  the  extremely  sick  and  high  risk  uninsurable  indi- 
viduals to  enroll) ,  and  limited  physician  participation  to  only  those 

30 

doctors  willing  to  spend  50  percent  or  more  of  their  time  in  the  HMO. 

In  addition,  the  dual  option  requirement  became  a  source  of  tension 

between  labor,  management    and  HEW.     While  HEW  preliminary  regulations 

required  the  employer  to  offer  employees  the  choice  between  standard 

health  insurance  plans  or  qualified  HMOs,  the  AFL-CIO  and  the  Labor  De- 

31 

partment  argued  that  the  requirement  was  illegal.  The  National  Labor 
Relations  Board  officials  "maintained  specifically  that  the  requirement 
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would  undermine  basic  concepts  of  good  faith  bargaining  and  a  union's 

right  to  decide  fringe  benefits  as  part  of  the  collective  bargaining 
,,32 

process . 

In  a  rather  perverse  way  HEW  placed  one  of  the  strongest  proponents 
of  HMOs  in  the  position  of  blocking  the  successful  marketing  of  HMOs. 
Labor's  participation  in  the  development  of  HMOs  had  been  accepted.  The 
implications  of  wholesale  opposition  by  the  AFL-CIO  could  have  severely 
damaged  the  prospects  of  this  alternative  form  of  delivery.     And  yet,  HEW 
Secretary  Weinberger  still  refused  to  alter  those  regulations  as  late  as 
August  1975. 33 

The  dual  option  problems  and  the  costly  federal  requirements  hin- 
dered the  implementation  of  the  1973  Act.     Eighteen  months  after  its 

passage  only  five  of  the  nation's  173  HMOs  were  federally  qualified  and 

34 

only  eleven  had  applied  for  qualification.        By  June  1976  only  17  HMOs 

35 

were  certified  as  complying  with  the  Act's  requirement. 

In  addition  to  a  lack  of  enthusiasm  on  the  part  of  HMOs,  there  also 

appeared  to  be  some  administrative  problems  in  HEW.     From  fiscal  1974  to 

36 

1977,  HEW  was  authorized  to  issue  $250  million  of  grants  and  contracts. 

37 

In  fact,  HEW  disbursed  only  $70  million  during  that  period.        A  study  by 
the  GAO  attributed  the  slow  pace  of  implementation  of  the  Act  to  a  frag- 
mentation of  administrative  responsibility,  insufficient  and  inexperienced 
staff,  an  inability  to  issue  regulations  in  a  timely  manner  and  diffi- 
culties with  administrative  and  operating  requirements  mandated  by  the 
Act. 
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The  general  dissatisfaction  with  the  way  in  which  the  HMO  Act  was 
received  and  implemented  prompted  Congress  to  amend  the  legislation.  The 
1976  amendments  require  less  exhaustive  benefits  and  relax  the  conditions 
under  which  mandatory  open  enrollment  and  community  rating  would  be  im- 
posed.    In  addition,  the  law  formally  committed  Medicaid  to  reliance  on 
39 

certified  HMOs.        Prior  to  that,  Medicaid  had  a  relatively  flexible 

40 

definition  of  HMOs. 

The  history  of  HMOs  has  been  characterized  by  a  complete  reversal  of 
its  ideological  acceptability.     As  we  have  seen,  the  concept  and  origin 
of  prepaid  group  practice  developed  during  an  era  of  severe  medical  short- 
ages.    It  was  an  organizational  means  of  meeting  the  needs  of  primarily 
middle  class  workers.    Actively  opposed  by  the  more  traditional  conserva- 
tive membership  of  the  local,  state,  and  national  physician  associations, 
prepaid  group  practice  was  firmly  labeled  as  liberal/radical  approach  to 
medicine.    When  it  became  subsumed  under  a  more  acceptable  package,  and 
when  new  theoretical  attributes  had  been  tacked  on,  prepaid  group  practice 
qua  HMOs  became  an  acceptable  alternative  worthy  of  strong  advocacy  by  a 
conservative  administration. 

C.      Rhetoric,  Models  and  Medicaid  HMOs 
1.     Rhetoric  and  Policy  Decisions 

Basic  problems  have  emerged  from  the  way  in  which  HMOs  were  created 
and  marketed.     First,  the  political  rhetoric  explicitly  precludes  rational 
policy  decisions.     Second,  the  new  theoretical  model  proposed  by  Ellwood 
has  not  been  substantiated  by  empirical  studies.    And  finally,  even  if 
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substantiated,  the  model  is  inappropriate  for  HMOs  with  a  majority  of 
Medicaid  enrollees. 

The  political  sleight  of  hand  which  produced  HMOs  has  failed  to  es- 
tablish a  fixed  definition  of  health  maintenance  organization.     From  a 
legal  perspective,  the  HMO  Act  will  most  likely  undergo  continuous  amend- 
ments which  will  continually  redefine  the  legal  meaning  of  a  federally 
qualified  HMO.     From  a  political  sense,  the  grouping  of  prepaid  group 
practices  and  foundations  for  medical  care  under  one  symbolic  tarp  fails 
to  distinguish  between  a  variety  of  critical  factors*  and  a  multitude  of 
organizational  configurations.     In  fact,  the  HMO  alternative  is  not  one 
alternative  but  a  series  of  alternatives.     However,  by  presenting  HMOs 
as  if  they  were  unified  and  well-defined  entities  with  specific  and 
proven  attributes  confuses  issues,  confuses  policy,  and  confuses  thought. 
Max  Skidmore  in  his  excellent  discussion  of  the  rhetoric  surrounding  the 
Social  Security  and  Medicare  deliberations  observes  that 

the  modern  speaker  of  expository  prose  often  speaks  by 
building  his  sentences  with  stock  phrases  rather  than 
with  words.     Certain  subjects  seem  virtually  to  insure 
that  the  typical  discussion  will  avoid  original  thought 
or  expression. .. .Whether  or  not  there  is  a  conscious 
effort  to  prevent  clarification,  it  is  true  that  the  words 
lend  themselves  to  use  by  those  who  have  private  defini- 
tions but  who  allow  or  encourage  their  bearers  to  inter- 
pret them  in  a  different  manner. 41 

The  discussion  concerning  HMOs  was  not  immune  to  this  process. 

Words  with  multiple  meanings  or  no  meanings  at  all  become  part  of  the 


*For  example,  this  would  include  the  way  in  which  physicians  are 
organized  or  paid,  the  relationship  between  the  HMO  and  its  participating 
health  facilities,  the  scope  and  extent  of  the  benefit  package,  the  way 
capitation  rates  are  set,  the  risks  underwritten  by  the  HMOs,  and  the 
allocation  of  profits  and  losses. 
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public  dialogue.     The  Nixon  Administration  commitment  to  HMOs  did  not 

foster  critical  analysis.     However,  two  things  became  clear:     HMOs  were 

viewed  as  the  most  desirable  alternative  to  the  existing  system;  and, 

Medicaid  and  Medicare  were  important  and  appropriate  mechanisms  for  build- 

42 

ing  that  alternative.        Advocacy,  not  clarity,  was  called  for.     For  example, 
Howard  N.  Newman,  former  Commissioner  of  the  Medical  Services  Administra- 
tion in  discussing  HMOs  argued  for  HMOs  in  the  Medicaid  program  on  the 
grounds  that  they 

provide  comprehensive  attention  with  an  emphasis  on 
diagnosis,  prevention,  and  ambulatory  care.     They  are 
directed  toward  maintaining  health  rather  than  respond- 
ing to  acute  conditions.     The  mechanism  of  prospective 
reimbursement  provides  incentives  to  providers  —  who 
essentially  determine  the  patterns  of  their  patients' 
health  care  —  to  maintain  cost  control  and  discourage 
unnecessary  and  expensive  over-utilization. ^3 

Comprehensive  attention,  prevention,  maintaining  health,  prospective 

reimbursement,  unnecessary  and  expensive  over-utilization:  these  terms  do 

not  have  any  common  definition.     The  looseness  of  language  performs  a 

variety  of  political  functions.     It  allows  advocates  and  opponents  to 

draw  on  the  same  terminology  with  equal  fervor.     It  permits  us  to  bypass 

reality  and  dispassionate  discussion.     And,  it  elevates  issues  to  an 

inappropriate  ideological  level.     For  example,  comprehensive  attention 

is  a  very  reassuring  concept,  but  what  does  it  mean?    Will  there  be  a 

full  array  of  medical,  health,  and  other  related  professionals?  Does 

comprehensive  refer  to  the  technology  available,  the  number  and  type  of 

care  settings  used,  the  extent  of  the  benefits  (i.e.,  the  number  and  range 

of  benefits),  the  amount  of  benefits  provided,  or  the  financial  coverage 

of  those  benefits?    Since  preventive  care  is  part  of  comprehensive 
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attention  and  some  prevention  is  so  tightly  linked  to  life  style  (exercise, 
nutrition,  stress,  smoking,  etc.)  what  role  will  education  and  counseling 
by  non-medical  counselors  have  in  an  HMO?    Will  the  HMO  be  responsible  for 
providing  dietary  supplements,  or  exercise  classes?     Is  the  HMO's  rela- 
tionship with  its  members  altered  if  they  refuse  to  accept  this  compre- 
hensive attention?    Finally,  at  what  point  does  one  say  that  the  attention 
one  is  receiving  is  comprehensive? 

Similar  semantic  difficulties  arise  out  of  the  concept  of  competition. 
HMO  advocates  contend  that  one  of  an  HMOs  strongest  advantages  is  its  in- 
centive toward  efficiency  and  its  potential  ability  to  reintroduce  competi- 

44 

tion  into  the  medical  marketplace.        The  question  is  what  kind  of  competi- 
tion?   How  many  competitive  barriers  are  we  willing  to  eliminate  to 
facilitate  this  competitive  thrust?    Will  we  do  away  with  licensure, 
eliminate  public  planning  efforts,  abandon  certificate  of  need,  or  abandon 
all  regulations  by  state  insurance  commissions?    Does  competition  eliminate 
the  problem  of  consumer  ignorance?    Does  competition  encourage  community 
rating  or  open  enrollment?    Will  a  "competitive  HMO"  market  create  greater 
government  regulatory  intervention  than  the  existing  market?    The  catch 
words  of  efficiency  and  competition  often  conjure  up  the  image  of  rugged 
individualism  and  free  enterprise.     It  is  reassuring  and  very  "American." 
But  is  it  appropriate  to  the  medical  delivery  sector  or  to  any  sector 
characterized  by  consumer  ignorance,  provider-generated  demand  and  highly 
differentiated  services  which  may  or  may  not  produce  the  desired  result? 

Skidmore  refers  to  the  way  in  which  we  distort  language  to  reach  an 
ideologically  acceptable  solution  as  the  "rhetoric  of  reconciliation." 
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It  is  a  process  where  we  ask  the  wrong  questions  and  then  exaggerate  the 

answers.     As  a  counterpoint  to  the  HMO  dialogue,  Skidmore's  summary  of  the 

political  discussions  surrounding  the  Social  Security  Act  is  instructive. 

One  of  the  basic  effects  of  the  distortion  of  language 
...is  a  tendency  toward  an  isolation  from  reality... 
Frequently,  both  those  who  are  critical  of  the  program 
(in  its  extention)  and  those  who  are  firm  supporters  tend 
to  approach  the  problem  from  the  bias  of  the  ideology. 
Rather  than  accepting  social  insurance  as  a  new  function 
in  society,  both  supporters  and  opponents  tend  to  think 
in  terms  of  the  older  social  organizations.    Much  of  the 
discussion  of  Social  Security  in  the  U.S.,  therefore,  has 
been  at  a  level  divorced  from  reality  because  both  sup- 
porters and  detractors  have  tended  to  approach  the  subject 
with  an  ideological  orientation  that  is  inapplicable.  In 
other  words,  the  "conservatives"  have  often  accepted  social 
security  as  a  modern  substitute  for  philanthropy,  whereas 
"liberals"  have  often  spoken  of  it  in  the  language  used 
to  describe  an  institution  of  private  enterprise  that 
"just  happens"  to  be  operated  by  government.     Both  view- 
points are  essentially  humanitarian,  both  contain  some 
element  of  truth,  but  neither  is  an  appropriate  view  of 
a  social  institution  which  the  American  ideology  renders 
fundamentally  incapable  of  adequate  description.  Impreci- 
sion in  language  discourages  a  spirit  of  analysis  or  inter-  ^ 
pretation  and  leads  to  unsound  and  often  extreme  inferences. 

2 .     Theory  and  Evidence 

In  regard    to  HMOs,  these  inferences  have  arisen  around  the  attributes 
and  operation  of  HMOs:   the  way  the  HMOs  supposedly  allocate  resources,  ser- 
vice patients  and  minimize  costs.     For  example,  Clark  Havighurst  in  a  well- 
received  article  cites  the  following  ten  advantages  that  HMOs  have  over 
f ee-f or-service : 

1.  Disincentive  to  supply  unnecessary  services. 

2.  Incentive  for  physicians  to  become  cost  conscious  and 
avoid  overusing  expensive  facilities  and  resources 
for  such  purposes  as : 

a)  Obtaining  uncommensurate  medical  benefits  for  the 
patients 

b)  Adhering  uncritically  to  "routine"  practice 
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c)  Minimizing  perceived  malpractice  risks 

d)  Rendering  services  in  accordance  with  insurance 
coverage  rather  than  in  accordance  with  medical 
need. 

e)  Catering  to  non-paying  patients  request  that 
everything  be  done  regardless  of  the  cost. 

3.  Creates  decision  makers  with  both  knowledge  and  incen- 
tive to  discriminate  on  basis  of  price  and  value  in 
purchase  of  needed  goods  and  services  -  e.g.,  drugs, 
hospital  care,  specialists  care  -  strengthening  com- 
petition in  markets  adjacent  to  the  market  for  primary 
care. 

4.  Incentive  to  use  manpower  and  facilities  as  efficient- 
ly as  possible. 

5.  Creates  organizational  structure  mode  amenable  to 
efficiencies  and  improvements  in: 

a)  Maintaining  up-to-date,  nonduplicative  medical 
records 

b)  Manpower  and  equipment  utilization 

c)  Utilization  of  specialists  services 

d)  Continuing  education 

e)  Administrative  functions,  e.g.,  billing  and 
budgeting 

6.  Creates  incentives  to  keep  patients  well  through 
preventive  measures,  to  detect  diseases  at  early 
stages,  to  treat  causes  rather  than  symptoms. 

7.  Improves  incentives  in  the  referral  system. 

8.  Increases  consumer  conveniences,  availability  and 
accessibility  to  providers. 

9.  By  encouraging  clinics  and  group  practices  outside 
of  hospital,  increases  quality  of  care.  ^ 

10.     Stronger  incentives  for  effective  peer  review. 

The  studies  available  at  the  time  were  suggestive  of  some  of  these 
attributes.     Theory  and  logic  suggested  a  few  more.     The  existing  politi- 
cal climate  and  an  ideological  bent  toward  capitalism  suggested  the  re- 
maining characteristics.     This  is  not  necessarily  a  peculiar  approach  to 
policy.     Rarely  are  social  and  economic  problems  subject  to  thorough  in- 
vestigation prior  to  political  intervention.    When  empirical  substantia- 
tion is  lacking,  logic  and  ideology  often  compel  action.     The  point  here 
is  that  empirical  investigations  have  not  concluded  that  HMOs  demonstrate 


all  of  these  advantages.     Indeed,  all  that  HMO  studies  seem  to  indicate  is 
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that  HMOs  are  a  less  expensive  means  of  providing  care  than  the  fee-for- 
service  system,  that  hospitalization  rates  are  significantly  lower  and 
that  enrollees  probably  receive  comparable  quality  of  care.  However, 
these  studies  do  not  permit  many  other  generalizations.     In  an  attempt 
to  gauge  HMO  effectiveness,  research  efforts  have  encountered  a  series 
of  interrelated  problem  areas  of  particular  importance,  namely:  compar- 
ability of  population  studied,  control  of  exogenous  variables,  the  assign- 
ment of  causation  and  the  impact  that  HMOs  have  on  the  entire  delivery 
system. * 

One  of  the  most  persistent  difficulties  with  any  type  of  comparative 
analysis  is  associated  with  the  composition  of  the  groups  to  be  studied. 
The  earliest  attempts  to  assess  HMO  effectiveness  consisted  in  the  main 
of  gross  comparisons  in  premium  costs  or  in  hospitalization  rates  between 
an  entire  HMO  membership  and,  for  example,  a  population  insured  under 
Blue  Cross/Blue  Shield.     However,  without  standardizing  the  results  for 
possible  age  and  sex  differences  between  the  groups,  any  observed  varia- 
tion in  cost  or  utilization  is  ambiguous  at  best.    Most  studies  avoid  such 
simplistic  errors  in  analysis,  although  one  still  finds  an  occasional 
research  report  which  contains  serious  methodological  errors.     A  common 
source  of  error  is  the  bias  introduced  when  the  population  in  each  plan 
is  self-selected.     Since  the  HMO  is  obviously  different  from  traditional 
health  insurance,  it  is  reasonable  to  suspect  that  it  might  not  only 

*It  is  not  our  intention  to  provide  a  detailed  review  of  the  litera- 
ture; that  has  been  skillfully  and  ably  performed  by  Donabedian,  Roemer, 
and  Schonick  and  Luft.^7    We  would  urge  the  reader  to  consult  these 
works. 
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attract  a  different  type  of  person  but  that  it  might  also  make  a  concerted 
effort  to  recruit  a  different  type  of  person.     If  (as  is  possible),  the 
HMO  enrollee  is  healthier,  a  low  rate  of  utilization  might  be  easily 
misinterpreted  as  a  system-level  difference  when,  in  fact,  it  is  not. 

A  related  problem  concerns  the  ability  to  measure  the  impact  of  out- 
side influences  on  the  test  results.     In  the  case  of  HMO  effectiveness 
studies,  the  most  obvious  example  of  this  potential  pitfall  is  the  extent 
of  out-of-plan  use.     The  HMO  may  demonstrate  significantly  lower  average 
costs  than  a  full-service  insurance  policy  simply  because  its  enrollees 
for  one  reason  or  another  purchase  medical  services  outside  of  the  HMO. 
There  are  numerous  other  examples  in  which  failure  to  properly  specify 
exogenous  variables  may  lead  to  incorrect  conclusions.     But  even  if  the 
control  and  test  groups  have  the  same  characteristics  in  every  major  re- 
spect, and  if  the  influence  of  exogenous  variables  can  be  accurately 
measured,  there  is  still  the  problem  of  correctly  evaluating  the  test 
results. 

Because  the  HMO  represents  such  a  complex  organizational  model,  it 
is  difficult  to  specify  exactly  which  aspects  of  the  model  produced  the 
observed  results.     For  example,  if  an  HMO  membership  exhibits  lower  mor- 
bidity rates  than  a  like  population  covered  under  conventional  insurance 
policy,  several  explanations  are  possible:     the  possible  emphasis  placed 
by  the  HMO  on  disease  prevention  and  health  maintenance,  the  removal  of 
financial  disincentives  to  treatment  or  access  to  earlier  treatment.  If 
an  HMO  population  with  similar  morbidity  rates  to  comparable  fee-for- 
service  population  shows  lower  utilization  rates,  it  may  be  due  to  the 
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reluctance  to  provide  services  unless  medical  need  is  clearly  demonstrated, 
postponement  of  elective  surgery  or  substitution  of  less  expensive  inputs 
(physician  assistants  for  physicians,  clinic  visits  for  hospitalization). 
If  HMOs  with  populations,  morbidity,  and  utilization  rates  comparable  to 
f ee-f or-service  exhibit  lower  costs,  the  explanation  could  be  sought  in 
the  efficiencies  of  group  practice,  the  means  of  physician  reimbursement, 
the  availability  of  less  costly  alternative  treatment  procedures,  the 
administrative  cost  savings  inherent  in  the  prepayment  system,  the  ability 
to  purchase  inputs  less  expensively  or  the  under  provision  of  necessary 
services.     The  importance  of  these  differences  should  not  be  underestimated. 

Specifying  the  causal  factor  involved  is  a  matter  of  practical  ad- 
ministrative importance,  if  for  no  other  reason  than  the  fact  that  incre- 
mental changes  in  the  existing  system  are  far  less  costly  than  a  major 
transformation  of  that  system,  assuming  the  same  benefits  can  be  obtained 
in  each  case. 

Most  of  these  issues  are  not  satisfactorily  addressed  by  the  existing 
48 

empirical  research.        The  failure  to  do  so  means  that  most  of  the  attri- 
butes assigned  to  HMOs  rest  on  academic  speculation  and  political  asser- 
tions.   We  would  not  argue  that  either  these  speculations  or  these  asser- 
tions are  false,  but  that  they  are  unsubstantiated.    As  such  policy  should 
not  be  made  under  the  a  priori  assumption  that  HMOs  are  a  proven  superior 
good.     Unfortunately,  this  assumption  often  worked  its  way  into  the 

Medicaid  program.     In  1973,  12  state  Medicaid  agencies  had  contracts 
49 

with  60  HMOs.        When  arrangements  were  made  with  established  "prototype" 
HMOs  (such  as  Group  Health  Association,  Puget  Sound,  or  Kaiser)  the 
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results  were  generally  favorable.     However,  when  a  wholesale  and  uncriti- 
cal commitment  was  made  to  the  HMO  alternative,  the  results  were  at  best 
uneven.     California  represents  the  most  extreme  case;  a  case  where  the 
HMO  superiority  assumption  was  proven  false  at  great  expense  to  the  state 
and  the  recipients The  Medicaid  HMO  problems  arise  out  of  the  strong 
incentives  the  states  have  to  integrate  HMOs  into  their  program,  the 
tendency  for  states  to  contract  with  HMOs  which  enroll  Medicaid  recipients 
exclusively,  and  the  theoretical  as  well  as  practical  inapplicability  of 
the  HMO  model  to  a  Medicaid  HMO. 

3.     The  Growth  of  Medicaid  HMOs 

If  the  federal  government's  interpretation  and  vision  of  HMOs  were 
correct,  then  the  states  have  a  great  deal  to  gain  by  transferring  their 
Medicaid  clients  into  HMOs.     It  would  improve  the  state's  ability  to 
accurately  budget  program  expenditures,  simplify  program  management, 
eliminate  the  fraudulent  and  abusive  practices  directly  linked  with  fee- 
for-service  (e.g.,  billing  for  undelivered  services  or  providing  unneces- 
sary care)  and,  most  importantly,  contain  costs.     At  the  same  time  the 
state  could  directly  offer  the  recipient  access  to  organized  medical  ser- 
vices.    The  promise  of  increased  access  to  comprehensive  care  and  the 
systematic  provision  of  preventive  medicine,  made  Mainstream  Medicine 
seem  like  a  feasible  objective. 

A  basic  problem  with  the  Medicaid  HMO  strategy  is  that  Medicaid 
clients  are  not  evenly  distributed  throughout  the  state.     Clients  tend 

5 

to  be  concentrated  within  the  inner  cities  of  large  metropolitan  regions. 
If  the  HMOs  are  to  be  accessible  to  recipients,  they  must  locate  near  or 
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within  poverty  neighborhoods.     At  the  same  time  that  location  discourages 

enrollment  of  non-Medicaid  members.     The  situation  is  compounded  by  a 
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phenomenon  of  residential  "tipping."        Tipping  suggests  that  neighbor- 
hoods are  unable  to  maintain  a  heterogeneous  mix  of  residents  once  the 
poor  households  grow  beyond  some  critical  percentage  of  the  neighborhood. 

It  has  been  estimated  that  this  point  is  roughly  20  percent  of  the  resi- 
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dents.        Once  this  tipping  point  is  reached,  the  demographic  structure 
of  the  neighborhood  changes  quickly.     Middle  and  higher  income  fami- 
lies move  out  rapidly  while  more  poor  families  move  in.     Under  current 

regulations  an  HMO's  Medicaid  membership  may  not  exceed  50  percent  of 
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its  total  enrollment.        However,  that  regulation  may  be  waived  if  the 
HMO  demonstrates  movement  toward  that  balance.     If  an  HMO  begins  with 
100  percent  Medicaid  clients  it  is  highly  unlikely  that  it  will  attract 
non-Medicaid  clients. 

The  unemployed  and  working  poor  would  generally  be  unable  to  buy  into 
an  HMO.     An  HMO  must,  therefore,  jump  income  brackets  starting  with  the  very 
poor,  sidestepping  the  working  poor  and  seeking  out  the  middle  class. 
Marketing  efforts  for  non-Medicaid  patients  are  complicated  by  both  geo- 
graphic and  socio-economic  distance.     It  may  be  that  50  percent  Medicaid 
enrollment  is  basically  unstable,  well  past  the  tipping  point.     It  would 
seem  that  an  HMO  would  have  a  good  deal  more  or  less  Medicaid  enrollees 
than  the  maximum  prescribed  by  regulation.     Be  that  as  it  may,  we  will 
define  an  HMO  as  a  Medicaid  HMO  if  its  Medicaid  membership  is  greater 
than  50  percent  of  its  total  enrollment.    We  would  argue  that  once 
Title  XIX  enrollees  constitute  a  majority  of  the  membership,  the  HMO 
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deviates  considerably  from  the  Ellwood  paradigm.     Finally,  we  would  con- 
tend that  the  Medicaid  HMO  constitutes  a  major  response  to  Nixon's  Health 
Maintenance  Strategy.     Lamentably,  rather  than  extend  mainstream  medicine 
to  the  poor,  this  has  served  to  legitimize  the  development  of  a  more 
highly  institutionalized  form  of  welfare  medicine. 

Between  1971  and  1973,  Medicaid  HMO  contracts  jumped  from  4  to  66 
with  a  total  HMO  Medicaid  enrollment  of  371,000."'"'    HMOs  accepting  Medi- 
caid recipients  accounted  for  55  percent  of  119  HMOs  in  existence  in  1973 

and  80  percent  of  the  82  HMOs  which  became  operational  between  1971  and 
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1973.        The  well  established  prototype  HMOs  which  accounted  for  nearly 

one- third  of  the  Medicaid  enrollees  had  become  involved  in  the  Medicaid 

program  between  1966  and  1971  —  long  before  the  term  HMO  had  become  an 

accepted  part  of  health  care  jargon.     Thus,  Health  Insurance  Plan  of 

Greater  New  York  (HIP)  first  enrolled  welfare  recipients  in  1966.  In 

1973  it  had  49,000  Medicaid  enrollees. ^    The  San  Joaquin  Foundation 

first  contracted  with  the  state  in  1968  and  had  enrolled  43,000  Medicaid 
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recipients  by  1973.        Puget  Sound  became  involved  in  Medicaid  in  1969, 

Kaiser  and  Group  Health  Associates  of  Washington,  D.C.,  in  1971.     By  1973, 

these  three  plans  had  respectively  enrolled  4,600,  2,800,  and  1,000  recip- 
59 

ients.        In  contrast  61  newly  organized  HMOs  accounted  for  270,000  Medi- 
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caid  recipients  enrolled  in  1973.        These  HMOs  enrolled  an  average  of 
4,500  Medicaid  clients.     By  comparison,  in  1974  all  HMOs  (with  the  exclu- 
sion of  HIP  and  Kaiser)*  had  approximately  10,000  enrollees,  (both 

*Kaiser  and  HIP  accounted  for  70  percent  of  the  total  HMO  enrollees 
in  the  country. 
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Medicaid  and  non-Medicaid  members).^    Nearly  half  of  the  1974  HMOs  had 
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a  total  enrollment  of  less  than  5,000. 

These  figures  suggest  that  the  average  Medicaid  enrollment  in  partici- 
pating HMOs  accounted  for  major  portions  of  new  HMO's  membership.  Support 
for  this  thesis  comes  from  a  variety  of  sources.     A  January  1975  enroll- 
ment survey  of  137  HMOs  throughout  the  nation  showed  that  the  29  HMOs  with 

more  than  50  percent  Medicaid  enrollment  averaged  over  90  percent  Medicaid 
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membership.        The  24  Medicaid  HMOs  which  became  operational  during  or 
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after  1972  averaged  95  percent  Medicaid  enrollment.        Schlenker  noted 

that  the  survey  may  have  undercounted  the  number  of  Medicaid  HMOs  because 

only  137  of  the  180  HMOs  questioned  responded  and  because  a  number  of 

California  HMOs  were  among  the  missing  respondents.^^     In  California,  the 

state  with  the  most  extensive  Medicaid  HMO  experience,  58  of  the  77  opera- 
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tional  HMOs  in  1974  had  Medi-Cal  contracts.        A  survey  that  year  of 
California  HMOs  revealed  that  of  the  41  responding  organizations,  27 
reported  that  they  enrolled  Medi-Cal  members  and  21  indicated  that  Medi- 
Cal  accounted  for  75  percent  or  more  of  their  total  membership . ^  Three 
years  later,  after  considerable  scandal  and  legislative  and  executive 

reform,  all  but  one  of  the  18  HMOs  with  Medi-Cal  contractual  arrangements 

6  8 

had  more  than  50  percent  Medicaid  enrollee  membership.        In  Michigan  the 
Medicaid  HMO  experience  repeated  itself  as  former  0E0  Neighborhood  Health 
Clinics  phased  out  of  0E0  and  into  Medicaid.     Detroit  has  served  as  the 
stage  for  this  development.    Medicaid  enrollees  constitute  the  largest 
proportion  of  the  membership  (in  some  instances  the  sole  membership)  of 
these  HMOs.    Meanwhile,  the  Metropolitan  Health  Plan,  a  Detroit  HMO 
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formerly  organized  by  the  UAW  in  1961,  does  not  have  a  single  Medicaid 
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enrollee.        Despite  the  fact  that  the  Metropolitan  Health  Plan  is  the 
largest  and  oldest  HMO  in  the  area  with  a  solidly  working  and  middle- 
class  membership,  the  state  has  been  unable  to  enter  into  a  contractual 
arrangement  with  it.     Thus,  functional  segregation  of  Medicaid  recipients 
has  continued  although  the  name  of  the  delivery  mechanism  has  changed. 
4.     The  Medicaid  HMO  Model 

Why  should  a  predominance  of  Medicaid  enrollees  alter  an  HMO's  be- 
havior?   And,  how  would  that  altered  behavior  manifest  itself?     In  this 
case  the  how  suggests  the  why.     California  has  been  the  Medicaid  HMO  show- 
case.    In  response  to  a  1971  Medical  Reform  Act  and  the  belief  that  $150 
to  $300  million  could  be  saved  through  this  alternative,  the  state  em- 
barked on  a  vigorous  campaign  to  transfer  as  many  Medi-Cal  recipients 
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into  HMOs  as  possible.     The  first  HMO  contract  was  signed  in  May  1972. 

By  the  end  of  1972,  nearly  150,000  recipients  were  enrolled  in  21  HMOs.^ 
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In  1974,  55  HMOs  had  signed  up  247,000  Medi-Cal  clients.        As  this  HMO 
activity  peaked,  a  series  of  state  and  federal  investigations  began  to 
report  a  series  of  program  irregularities.     Inappropriate  and  fraudulent 
marketing  practices  were  common  (e.g.,  clients  were  told  that  their  Medi- 
caid coverage  would  lapse  unless  they  signed  up,  benefits  were  exaggerated, 

recipients  were  not  told  that  they  would  no  longer  be  able  to  use  their 
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old  physician  or  pharmacist,  etc.).        There  were  indications  of  gross 
under-utilization  of  services  (e.g.,  one  study  showed  that  Medi-Cal  recip- 
ients in  prepaid  plans  experienced  36  percent  as  many  hospital  admissions 
and  hospital  days  as  f ee-for-service  Medi-Cal  recipients  and  15  percent 
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of  the  nursing  home  days  utilized  by  recipients  in  the  f ee-f or-service 
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system) .        Horror  stories  abound  about  denials  of  emergency  care  and  poor 
treatment.     A  study  by  the  California  Auditor  General  revealed  that  52 
percent  of  the  $56  million  paid  to  15  Medi-Cal  HMOs  went  toward  adminis- 
trative expenses  and  prof its. *^    Legislators  and  former  executives  from 
the  Reagan  Administration  often  acted  as  middlemen  for  new  HMOs,  facilitating 
Medi-Cal  contracts  and  thus  raising  the  charges  of  conflict  of  interest. ^ 
The  list  of  abuses  is  as  unappealing  as  it  is  disturbing.  Subsequently, 
tighter  legislative  and  administrative  actions  resulted  in  a  decline  in 
the  HMO  program.     As  of  March  1977,  18  Medi-Cal  HMOs  served  a  total  en- 
rolled population  of  150,000  clients. ^ 

The  California  experience  does  not  mean  that  all  HMOs  are  inadequate 
or  undesirable.     Nor  does  it  mean  that  HMOs  cannot  adequately  service  Medi- 
caid recipients.     Certainly  the  Medicaid  experience  and  Group  Health  Asso- 
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ciation  and  Kaiser  belie  that  contention.     **    California  does  suggest, 
however,  that  the  assumption  of  HMO  superiority  cannot  be  applied  to  HMOs 
consisting  primarily  of  Medicaid  recipients.     As  Hester  and  Sussman  noted 
in  their  review  of  the  New  York  Medicaid  experience: 

*The  benefit  cost  ratio  is  a  means  for  measuring  how  much  of  the 
premiums  are  returned  to  beneficiaries  in  the  form  of  benefits  (and  how 
much  is  siphoned  off  for  administrative  costs  and  profits).     The  Medi-Cal 
study  suggests  an  extremely  low  48  percent  benefit/cost  ratio.  Medicaid, 
Blue  Cross,  Blue  Shield,  and  major  commercial  group  policies  usually  have 
benefit  cost  ratios  well  in  excess  of  90  percent. 

**An  interesting  side  note  is  that  foundations  for  medical  care,  the 
open  panel  HMOs,  have  demonstrated  that  they  differ  very  little  from  fee- 
f or-service  in  terms  of  cost,  utilization  and  access. ^     it  may  be  that 
the  Medicaid  HMO  model  applies  only  to  prepaid  group  practice  whereas  the 
foundation  for  medical  care  is  just  another  name  for  f ee-f or-service . 
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Often  advocates  of  prepayment  give  the  impression  that 
all  that  is  necessary  to  establish  an  HMO  is  to  assemble 
the  staff,  facilities,  enrolled  population,  and  dollars. 
Given  these  preconditions,  the  "hidden  hand"  of  economic 
incentives  will  guide  the  operation  of  the  program  in 
the  desired  way.     This  simply  is  not  so.^0 

The  Medicaid  HMO  distinguishes  itself  from  other  HMOs  by  the  peculiar 
relationship  that  it  has  with  the  welfare  bureaucracy.     The  Medicaid  HMO 
survives  and  flourishes  because  it  is  able  to  satisfy  administrators  and 
muster  political  support.     It  need  not  be  in  compliance  with  regulations 
as  long  as  it  appears  to  be  moving  toward  compliance.     It  need  not  provide 
services  to  clients  as  long  as  it  appears  to  be  delivering  care.  However, 
the  HMO  must  maintain  a  constant  and  amiable  relationship  with  the  appro- 
priate welfare  offices:     for  the  welfare  bureaucracy  grants  approval, 
permits  growth  and  negotiates  a  capitation  rate.     Throughout  this  process, 
the  actual  delivery  of  service  to  Medicaid  patients  is  dependent  primarily 
upon  the  bureaucracy's  ability  to  monitor  the  HMO  and  secondarily  upon 
the  client's  ability  to  penetrate  either  the  Welfare  Department  or  the 
Legislature.     As  we  describe  below,  monitoring  an  HMO  is  no  small  task. 
The  elimination  of  the  f ee-f or-service  invoice  makes  it  even  more  diffi- 
cult because  the  HMO  has  very  weak  incentives  to  supply  detailed  utiliza- 
tion data  to  the  Welfare  Department.     Such  information  represents  a  con- 
siderable cost.     It  is  administratively  difficult  to  collect.     And,  it 
might  prove  needlessly  embarrassing.     In  short,  it  pays  the  HMO  not  to 
submit  utilization  reports.     For  example,  the  Michigan  Department  of  Social 
Services  has  been  involved  since  1971  with  a  particular  HMO  consisting 
almost  entirely  of  Medicaid  recipients.     Six  years  after  the  initial 
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contract  the  state  had  not  received  accurate  or  usable  utilization  data 
from  the  HMO.     Despite  the  fact  that  the  HMO  had  spent  hundreds  of  thou- 
sands of  dollars  on  setting  up  a  non-functional  information  system  (and 
that  the  state  as  sole  purchaser  paid  for  that  system)  the  Medicaid  agency 
was  unable  to  cajole,  threaten,  or  beg  adequate  utilization  data  from  them. 
In  part  this  was  due  to  political  pressure,  in  part  to  ineptitude  in 
state  administration  and  in  part  to  the  state's  acceptance  of  the  HMO 
superiority  assumption;  nevertheless  the  end  result  was  that  the  state 

continued  to  reimburse  this  organization  without  a  clear  idea  of  who, 
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what,  how,  where,  or  why  services  were  being  rendered. 

The  relationship  between  the  Medicaid  HMO  and  the  Medicaid  agency 
is  similar  to  the  relationship  between  a  long  term  care  facility  and  the 
Medicaid  agency,  particularly  when  the  nursing  home  is  paid  on  a  flat 
rate  basis  (a  fixed  amount  per  day  per  recipient) .     Both  the  HMO  and 
nursing  home  have  agreed  to  render  a  set  of  comprehensive  services  to  a 
fixed  population  for  a  fixed  rate  per  person.     In  both  instances,  the 
provider  maximizes  his  revenues  by  minimizing  the  amount  of  services  he 
provides.     And,  in  each  case  the  state  (not  the  client)  is  the  critical 
monitoring  source. 

Unlike  nursing  homes,  however,  Medicaid  HMOs  experience  a  rapid  level 
of  disenrollment .    Mobility,  ineligibility  determinations,  voluntary 
disenrollment  all  contribute  to  a  continually  high  turnover  in  the  en- 
rolled population.     In  New  York  City,  for  example,  it  has  been  estimated 

that  more  than  36  percent  of  the  Medicaid  recipients  enrolled  in  HMOs  will 
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have  disenrolled  within  one  year;  more  than  twice  the  non-Medicaid  rate. 
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Not  only  does  high  enrollee  turnover  disrupt  the  HMO's  budgeting  and  mar- 
keting process,  it  negates  whatever  long  term  benefits  might  be  derived 
from  preventive  medicine.     It  encourages  a  short  term  perspective  on  the 
part  of  the  HMO.     This,  in  turn,  has  other  detrimental  implications. 

If  the  prepaid  group  practice  enters  the  market  only  in 
response  to  a  short-term  profit  opportunity,  it  has  little 
incentive  to  produce  the  amounts  and  quality  of  services 
which  would  attract  future  demand.     Under  these  circum- 
stances, it  is  rational  for  the  plan  owners  to  pursue 
short-term  profits,  and  there  can  be  no  a  priori  assurance 
adequate  medical  performance  in  the  absence  of  direct 
regulation. ^3 

Under  the  generalized  HMO  model,  the  (non-Medicaid)  member's  decision 
to  join  and  remain  within  an  HMO  is  a  function  of  the  member's  financial 
contribution  to  his  capitation  payment,  the  cost  and  frequency  of  use 
of  out-of-plan,  non-covered  services  and  perceived  accessibility  and 
quality.    Within  a  Medicaid  HMO  many  of  these  forces  become  attenuated. 
The  cost  of  the  care  is  free.     Administrative  mismanagement  and  client 
confusion  also  produce  frequent  instances  where  enrollees  receive  free 
out-of-plan  services.     The  perception  of  quality  and  access  depend  upon 
what  an  individual  is  accustomed  to  and  what  his  expectations  are.  This, 
in  turn,  is  related  to  the  patient's  education,  income,  and  sophistication 
in  successfully  confronting  institutional  barriers.     In  all  three  areas 
the  Medicaid  recipient  ranks  lower  than  his  non-Medicaid  counterpart. 
In  particular,  the  type  of  docile  behavior  encouraged  by  the  welfare 
agency  in  its  dealings  with  clients  (e.g.,  the  patience  to  sit  through 
hours  of  waiting  before  being  serviced,  the  acceptance  of  endless  forms, 
the  slow  resolution  of  problems,  etc.)  would  produce  HMO  members  least 
likely  to  register  a  grievance  or  "alter"  an  HMO's  performance. 
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The  discussion  suggests  that  Medicaid  HMOs  are  unlikely  to  approxi- 
mate desirable  HMO  behavior  unless  there  is  strong  state  monitoring  of 
marketing  practices,  delivery  of  services,  and  disenrollment .     Indeed,  in 
the  absence  of  that  monitoring,  Medicaid  HMOs  may  prove  more  costly  and 
less  effective  than  f ee-f or-service . 

D.      HMO  Regulation  and  Payment 

Thus  far  we  have  argued  that  HMOs  are  primarily  a  rhetorical  catchall 
for  prepaid  group  practice  and  foundations  for  medical  care;  that  while 
HMOs  have  demonstrated  that  they  are  less  costly,  they  have  also  become 
associated  with  a  series  of  unproven  assertions;  and  that  the  Medicaid 
experience  with  HMOs  has  been  mixed.     The  problems  which  have  emerged 
within  Medicaid  have  been  directly  related  to  the  rapid  growth  of  HMOs 
designed  to  serve  predominantly  Medicaid  recipients.     Marketing  abuses, 
failure  to  provide  necessary  services  for  acute  need  (let  alone  preventive 
medicine),  the  inability  for  clients  to  register  grievances,  and  exces- 
sive administrative  costs  are  among  the  most  notable  problems  encountered. 
These  abuses  resulted  from  the  peculiar  nature  of  the  Medicaid  HMO  and 
the  acceptance  by  state  administrators  of  the  "HMO  superiority  assumption." 
The  latter  assumed  away  the  need  to  monitor  HMO  behavior  and  was  altered 
only  after  embarrassing  news  exposes  and  legislative  and  executive  investi- 
gations.    Since  the  HMO  superiority  assumption  was  directly  linked  to 
federal  rhetoric  (i.e.,  the  state  program  managers,  legislators,  and 
governors  believed  the  federal  reports  and  pronouncements),  the  respon- 
sibility for  Medicaid/HMO  failings  must  be  jointly  shared  between  the 
federal  government  and  the  states. 
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However,  the  issue  at  hand  is  not  how  to  parcel  out  blame  but  to 
suggest  a  means  for  testing  the  viability  of  HMOs  within  the  Medicaid 
program.     This  requires  that  states  be  capable  of  monitoring  HMO  behavior, 
comparing  HMO  and  fee-for-service  utilization  and  cost  experience,  and 
selecting  appropriate  reimbursement  alternatives. 

1.     Monitoring  HMO  Behavior 

Reimbursement  mechanisms  can  offer  "desirable"  incentives  only  when 
providers  are  constrained  from  exercising  unlimited  judgment  over  the 
quantity  and  quality  of  the  care  rendered.     Reasonable  cost  reimbursement 
for  hospitals  did  more  than  pay  for  Medicaid's  portion  of  expenditures, 
it  acted  to  dramatically  change  the  services  produced.     Lowering  physi- 
cian fees  schedules  never  yields  a  simple  reduction  in  physician  expendi- 
tures.    It  can  cause  physicians  to  drop  out  of  the  program,  change  the 
nature  of  their  services  or  increase  the  number  of  services  they  render. 
The  Medicaid  HMO  reimbursement  issue  is  clouded  by  the  distortions  which 
emerge  because  of  inadequate  monitoring  of  marketing,  medical  utilization, 
disenrollment    and  grievances.     Therefore,  before  implementing  any  reim- 
bursement mechanism,  we  recommend  that  the  state  first  control  for  the 
distortions  and  then  experiment  with  a  variety  of  payment  techniques. 
The  following  might  minimize  the  monitoring  problems. 

a.     Marketing  Control.     Current  methods  for  controlling  marketing 
abuses  and  selective  enrollment  usually  entail  some  combination  of  regula- 
tions, client  feedback,  and  field  work.     As  an  alternative,  the  state 
could  perform  the  marketing  function  by  identifying  those  clients  who 
would  be  willing  to  join  an  HMO.     By  marketing  the  HMO,  the  state 
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eliminates  the  probability  of  abusive  marketing  techniques  and  purposeful 
cream  skimming.     By  gathering  a  large  population  willing  to  enter  an  HMO, 
the  state  cuts  down  on  the  HMO's  start-up  and  administrative  costs. 
Finally,   the  marginal  cost  of  marketing  HMOs  through  social  workers  or 
publicity  blurbs  enclosed  with  monthly  welfare  checks  would  be  very  small 
vis-a-vis  the  cost  of  the  HMO  itself  marketing  its  own  program. 

b.  Collection  of  Utilization  Data.     This  is  an  area  where  financial 
incentives  are  imperative.     HMOs  will  rationally  resist  requests  for  utili- 
zation data.     The  objective  for  the  state  is  to  (a)  design  HMO  data  require- 
ments which  permit  monitoring  the  HMO  and  comparing  it  to  other  HMOs  and 

f ee-f or-service ,*  and  (b)  make  it  irrational  for  the  HMO  to  not  submit 
utilization  data.     The  latter  could  be  accomplished  by  periodic  sampling 
of  the  HMO's  medical  records  and  the  corresponding  utilization  reports 
submitted  by  HMO.     Tolerance  levels  for  errors  or  omission  could  be  estab- 
lished.    Graduated  penalties  (percentage  reductions  in  capitation  rates) 
for  different  error  levels  could  be  administered.     And  penalties  could  be 
refunded  once  the  error  rate  became  acceptable.     In  addition,  the  state 
could  reward  adequate  performance  by  paying  for  some  portion  of  the  HMO's 
data  reporting  costs. 

c.  Penalties  for  Excessive  Voluntary  Disenrollment.     One  method  for 
encouraging  an  HMO  to  meet  the  needs  of  its  Medicaid  patients  is  to  link 
some  portion  of  the  capitation  rate  to  the  voluntary  disenrollment  rate 
of  Medicaid  members.     The  non-Medicaid  disenrollment  rate  could  be  used 

*The  Surveillance  and  Utilization  Review  System  is  an  important  but 
initial  step.     The  additional  system  requirements  are  noted  below. 


178 


as  the  standard.     Lacking  that,  a  rate  could  be  negotiated.     The  HMO's 
capitation  payment  would  be  increased  or  decreased  depending  upon  how  its 
disenrollment  rate  deviated  from  the  accepted  standard. 

d.    Mechanisms  for  Grievance  Procedures.     The  problem  of  grievances 
is  normally  resolved  by  constructing  a  grievance  procedure-     The  existence 
of  a  mechanism,  however,  does  not  insure  its  use  or  adequacy.     We  would 
suggest  that  the  state  create  an  HMO  ombudsman  whose  sole  purpose  would 
be  to  register  and  resolve  grievances.     Such  an  individual  would  be  better 
versed  in  the  program  than  the  average  client.     He  could  apply  the  power 
of  the  state.     And  most  importantly,  the  state  would  become  an  active 
advocate  for  its  clients,  thereby  altering  the  problematic  relationship 
between  the  Medicaid  HMO  and  the  Medicaid  state  agency. 

Of  all  of  these  mechanisms,  the  ombudsman  is  the  most  critical.  He 

provides  the  necessary  feedback.     He  circumvents  the  potentially  "cozy" 

relationship  between  the  state  and  the  HMO.     And,  he  is  the  most  difficult 

institution  to  create.     If  the  state  cannot  find  a  way  of  establishing  an 

effective  ombudsman  office,  Schnieder  may  well  be  correct  in  his  asser- 

84 

tion  that  "Medicaid  HMOs  will  not  work." 

2.     Federal  Reimbursement  Requirements 

The  federal  guidelines  for  HMO  reimbursement  require  that  rates  be 
reasonable.     Unlike  hospitals,  however,  reasonableness  for  HMOs  is  not 
presented  as  rigidly  defined  procedures.     Rather,  reasonable  rates  for 
HMOs  are  defined  as  rates  which: 

1.  remain  unaltered  for  at  least  one  year 

2.  do  not  recoup  HMO  underwriting  losses 
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3.  are  adjusted  for  the  apportionment  of  underwriting 
risks  (such  as  the  provision  for  reinsurance  for  en- 
rollees  whose  medical  expenses  exceed  a  given  amount) 

4.  specify  how  any  "saving"  (excess  of  premiums  over 
allowable  costs)  will  be  apportioned  between  the  HMO 
and  the  state 


5.  set  forth  the  actuarial  basis  for  the  computation 
of  the  capitation  rate,  and 

6.  do  not  exceed  screens  established  by  f ee-f or-service 
equivalent  to  the  HMO's  enrolled  population;  that  is, 
the  state  should  not  reimburse  the  HMO  at  cost  greater 
than  what  would  have  been  experienced  had  the  HMO  en- 

Q  C 

rollees  remained  in  the  f ee-f or-service  market. OJ 


From  an  administrative  perspective  these  regulations  place  two  expen- 
sive monitoring  responsibilities  on  the  state.     First,  in  order  to  assure 


that  capitation  rates  do  not  subsidize  HMO  underwriting  losses,  the  state 
must  perform  a  costly  audit  of  the  HMO.     The  complexity  of  this  process 
described  in  the  hospital  reimbursement  section  is  magnified  when  other 
institutional  and  non-institutional  providers  are  grouped  under  one  um- 
brella organization. 


The  other  monitoring  responsibility  is  related  to  setting  the  upper 
limits  for  capitation  rates.     This  is  perhaps  the  most  complex  and  demand- 
ing of  the  HMO  reimbursement  requirements.     The  scope  and  nature  of  these 
upper  limits  is  defined  by  statute  in  the  following  fashion: 

The  upper  limit  for  payment  for  services  provided  on  a 
prepaid  capitation  basis  shall  be  established  by  ascer- 
taining what  other  third  parties  are  paying  for  compar- 
able services  under  comparable  circumstances.     The  cost 
for  providing  a  given  scope  of  services  to  a  given  number 
of  individuals  under  a  capitation  arrangement  shall  not 
exceed  the  cost  of  providing  the  same  services  while 
paying  for  them  under  the  requirements  imposed  for 
specific  provider  services. ^" 
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HEW  has  rendered  this  provision  operational  by  informing  states  that 
if  the: 

upper  limit  of  the  prepaid  capitation  cost  would  be  the 
cost  to  the  State  plan  to  provide  the  comparable  scope 
of  services  on  a  f ee-f or-service  basis  to  Medicaid  recip- 
ients who  had  the  same  following  characteristics  as  the 
group  enrolled  with  the  prepaid  contractor:  Medicaid 
aid  category,  geographic  area,  age  distribution  and  sex 
distribution. 87 

The  use  of  f ee-f or-service  as  a  benchmark  for  HEW  payments  is  based 
on  the  following  proposition:     since  HMOs  are  presented  as  alternatives 
to  f ee-f or-service ,  their  advantages  and  disadvantages  can  be  evaluated 
only  in  relationship  to  the  f ee-f or-service  system.     If  HMOs  are  more 
costly  but  less  effective  than  f ee-f or-service ,  then  financial  endorse- 
ment by  the  state  would  result  in  an  unnecessary  expenditure  of  public 
funds  for  Medicaid  recipients  as  well  as  public  contribution  to  the  devel- 
opment of  a  costly,  inefficient  health  delivery  system.     Each  of  these 
ramifications  is  politically  unacceptable.     Fee-f or-service  experience 
logically  should  be  the  comparative  benchmarks  by  which  HMOs  are  monitored 
and  capitation  rates  are  set. 

Ironically,  as  an  alternative,  HMOs  allegedly  incorporate  a  different 
mix  of  inputs,  provide  a  different  set  of  services,  and  produce  a  differ- 
ent product  than  the  fee-f or-service  system.     If  HMO  preference  is  based 
upon  an  assumption  that  the  traditional  system  is  inefficient,  wasteful, 
and  excessive,  should  we  reimburse  HMOs  up  to  the  same  level  that  we 
reimburse  those  "inefficient,  wasteful,  and  excessive"  f ee-for-service 
providers?    What  type  of  relative  cost  assumptions  about  fee-f or-service 
inefficiency  and  HMO  efficiency  should  the  state  make?     If  both  systems 
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generate  different  health  products,  should  reimbursement  be  linked  to 
relative  morbidity  and  mortality  rates?    How  would  cream  skimming  be 
monitored  and  prevented? 

While  there  is  no  ready  resolution  to  these  questions,  they  do  not 
dismiss  the  need  for  a  comparative  f ee-f or-service  cost  limitation;  never- 
theless in  an  absolute  sense  if  an  HMO's  costs  exceed  the  traditional 
delivery  system,  that  HMO  is  an  inferior  product. 

3.     Setting  Fee-For-Service  Limits 

The  basic  problem  does  not  lie  with  the  wisdom  of  setting  fee-for- 
service  limits  but  within  the  methodology  suggested  by  HEW.     Simplicity  and  data 
system  limitations  may  not  allow  most  states  to  go  beyond  a  disaggregation 
of  cost  by  age,  sex,  geographic  location,  and  Medicaid  category.  However, 
the  inadequacies  of  that  approach  may  generate  false  indications  of  popu- 
lation comparability. 

First,  there  is  the  problem  of  lumping  costs  by  aid  category,  that 
is,  Aid  to  Families  with  Dependent  Children  (AFDC)  and  Supplementary  Social 
Income  (SSI)  —  a  group  formerly  consisting  of  aid  to  aged,  blind,  and 
disabled.     The  major  states  involved  in  HMOs  provide  Medicaid  benefits 
for  both  the  categorically  and  medically  indigent.     The  inclusion  or 
exclusion  of  the  medically  indigent  in  an  HMO  has  important  cost  implica- 
tions.    If  the  categorically  needy  and  medically  needy  are  aggregated  by 
program  designation  (AFDC  and  SSI),  then  the  state  will  have  severely  in- 
flated the  f ee-f or-service  equivalent  and  subsequently  inflated  any  capi- 
tation rate  based  upon  the  f ee-f or-service  experience.     The  reason  for 
this  rests  with  the  nature  of  the  medically  needy  programs.     The  medically 
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needy  consist  of  two  distinct  populations:     those  impoverished  because 

of  extended  and  costly  illnesses,  and  those  whose  resources  and  incomes 

88 

hover  slightly  above  the  protected  income  for  the  medically  needy.  The 
first  group  represents  the  institutionalized  recipient  particularly  those 
in  skilled  and  intermediate  care  facilities.     Many  of  these  individuals 
will  receive  Medicaid  assistance  for  the  remainder  of  their  lives.  They 
represent  the  most  expensive  subset  of  individuals  in  the  Medicaid  program. 
The  working  poor  in  the  second  group  use  Medicaid  as  a  modified  cata- 
strophic insurance  plan.     Since  modest  expenditures  for  episodic  care  can 
serve  to  qualify  this  group  for  medically  needy  benefits,  Medicaid  acts 
to  blur  the  notch  effect  that  the  means  test  normally  produces.  However, 
in  doing  so  it  introduces  a  minor  distortion  which  becomes  significant 
only  when  HMOs  are  entered  into  the  medical  marketplace.     Since  HMOs  do 
not  recruit  enrollees  in  institutions,  the  most  expensive  cases  in  the 
medically  needy  population  are  bypassed.     In  all  likelihood,  if  an  HMO 
enrolls  among  the  medically  needy,  it  will  be  among  the  less  costly  non- 
institutionalized  working  poor  who  have  recovered  or  are  recovering  from 
an  episodic  illness.     HMO  capitation  rates  which  include  the  experience 
of  the  institutionalized  medically  needy  are  necessarily  inflated.  Since 
disaggregation  by  aid  category  among  the  medically  needy  does  not  make 
the  requisite  adjustment,  the  state  has  several  options:     it  can  perform 
special  cost  studies  on  the  medically  needy;  it  can  prohibit  the  medically 
needy  from  enrolling  in  an  HMO;  or  it  can  establish  rates  on  the  basis  of 
categorically  needy  only. 

Secondly,  the  HEW  variables  (age,  sex,  location,  and  category)  may 
be  sufficiently  inadequate  to  prevent  any  meaningful  comparisons  between 
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f ee-f or-service  and  HMOs.     For  example,  although  race  serves  as  an  impor- 
tant indicator  of  health  status  (and  the  subsequent  costs  associated  with 
improving  that  status)  race  is  not  mentioned.     Most  likely,  this  omission 
is  not  due  to  an  ignorance  of  the  correlation  between  race  and  health, 
but  because  it  is  politically  unfeasible  to  include  that  variable.  Even 
when  valid,  distinctions  made  on  the  basis  of  race  lead  to  charges  of 
racism.     Local  and  state  political  environments  are  very  susceptible  to 
the  possibility  of  such  charges  and  often  assume  a  preventive  posture  by 
prohibiting  the  data  from  being  collected.     The  omission  of  other  variables, 
however,  cannot  be  explained  in  political  terms.     Four  critical  variables 
warrant  mention:     case  or  family  size,  length  of  time  of  eligibility, 
pre-existing  medical  conditions,  and  education, 

A  detailed  survey  of  Medicaid  programs  in  Indiana,  New  Jersey,  and 
Connecticut  offer  some  indication  of  the  relationship  between  case  size, 
length  of  time  of  eligibility,  and  per  recipient  costs.     The  survey  shows 
that  as  family  size  increases  per  person,  costs  are  dramatically  reduced. 
Per  capita  inpatient  costs  are  particularly  telling.     As  shown  in  Table 
1,  as  case  size  increases,  the  amount  of  inpatient  hospital  care  rapidly 
decreases.     Although  part  of  the  decrease  may  be  from  changes  in  aid 
categories  (i.e.,  the  one  person  families  are  probably  Old  Age  Assistance, 
Aid  to  the  Disabled,  while  the  larger  cases  are  predominantly  AFDC) ,  there 

is  supporting  evidence  to  suggest  that  within  a  given  program  category 

89 

per  capita  costs  decline  with  an  increase  in  family  size. 
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Table  1 

Annual  Per  Capita  Inpatient  Hospital  Costs  for  the  Categorically  Needy 


Family  Size  Indiana  New  Jersey  Connecticut 

1  $155.52  $170.36  $195.69 

2  76.49  93.06  116.16 

3  72.21  81.30  98.58 

4  63.21  73.16  81.59 

5  58.70  64.49  64.20 


Applied  Management  Sciences,  "A  Study  of  Selected  State  Medicaid  Programs: 
An  Analysis  of  Utilization,  Cost  and  Quality"  Prepared  for  the  Division 
of  Health  Services  Evaluation,  Bureau  of  Health  Services  Research,  Health 
Resources  Administration,  DHEW,  May  2,  1975,  Appendix  A,  p.  A. 221;  May  15, 
1975,  Appendix  B,  p.  B.91;  June  16,  1975,  Appendix  C,  p.  C.91. 

This  variable  is  important  for  several  reasons.     A  head  of  household 
often  represents  a  number  of  eligible  children.     If  only  one  Medicaid  card 
is  issued  to  each  eligible  family,  then  when  the  head  of  the  household  is 
enrolled  in  an  HMO,  the  children  are  also  enrolled.     Secondly,  it  is  im- 
portant for  marketing  purposes  that  the  HMO  be  aware  of  the  size  of  a 
particular  case,  that  is,  the  provision  of  services  and  reimbursement  all 
require  that  the  HMO  know  exactly  how  many  members  of  family  are  being 
enrolled.     In  Michigan,  the  HMOs  were  actually  given  a  listing  of  the 

recipient  heads  of  households  in  the  HMO  service  area  and  the  family  size 

90 

for  each  individual.        Regardless,  if  the  HMO  is  aware  of  cost  relation- 
ship between  case  size  and  cost,  there  is  a  strong  incentive  to  enroll 
larger  families  first  since  these  cases  are  less  costly  (on  a  per  person 
basis)  to  enroll  and  represent  a  much  larger  source  of  revenue.  Thus, 
by  enrolling  larger  families  we  would  expect  the  HMOs  to  bias  cost  and 
utilization  experience,  to  potentially  show  a  relative  decline  in 


185 


hospitalization  rates  (for  which  the  HMO  was  not  responsible)  and  to 
finally  drive  the  average  f ee-f or-service  costs  up. 

The  person  year  and  12  month  eligible  comparisons  in  Table  2  indi- 
cate that  the  use  of  medical  services  varies  considerably  depending  upon 
the  length  of  time  an  individual  has  been  eligible  for  assistance.  Gen- 
erally, individuals  eligible  for  less  than  a  year  consume  a  greater  amount 
of  hospitalization,  less  skilled  and  intermediate  nursing  care,  less  pharma- 
ceuticals and  roughly  the  same  amount  of  physician  services.     The  differ- 
ences are  important.     Since  there  is  a  lag  between  when  an  individual 
would  become  eligible  and  when  an  HMO  would  be  informed  of  that  eligi- 
bility, there  would  be  a  bias  in  the  HMOs  recruitment  toward  individuals 
who  have  been  on  the  rolls  for  a  longer  period  of  time.     If  the  HMO  does 
not  offer  long  term  care  benefits,  that  bias  would  favorably  affect  its 
hospitalization  costs.     It  would  show  savings  that  would  not  necessarily 
be  related  to  the  HMO's  organizational  configuration.     Further,  it  could 
bias  the  f ee-f or-service  experience  upward,  and  inflate  its  capitation. 

Clearly,  existing  or  pre-existing  medical  conditions  will  affect  the 
amount  and  nature  of  services  consumed.     Information  regarding  pre-existing 
medical  conditions  is  more  difficult  to  attain  than  case  size  or  length  of 
eligibility.     Surveillance  and  Utilization  Reporting  Systems  will  be  able 
to  compile  historical  data  that  could  be  diagnostic  specific.     In  lieu  of 
that,  utilization  profiles  might  be  established.     Individuals  could  be 
classified  according  to  recent  (12  to  24  months)  medical  care.  Indicators 
such  as  physician  visits,  hospital  days,  prescriptions,  or  long  term  care 
days  might  be  weighted  and  combined  to  create  a  means  of  disaggregating 
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the  Medicaid  population  by  those  with  high,  medium,  and  low  probabili- 
ties of  consuming  services.     Failure  to  make  these  distinctions  would: 
(1)  prevent  the  state  from  monitoring  and  mitigating  the  impact  that  po- 
tential cream  skimming  might  have  on  the  HMO's  rates,   (2)  not  allow  the 
state  to  monitor  the  impact  that  the  HMO  would  have  on  the  utilization 
patterns  of  various  risk  categories,  and  (3)  not  permit  surveillance  of 
the  voluntary  disenrollees .     Obviously,  if  high  risk  users  were  continu- 
ally and  systematically  flushed  out  of  the  HMO,  the  state  might  wish  to 
adjust  its  rates  downward;  it  also  might  wish  to  terminate  the  contract. 
Disaggregation  by  medical  condition  and/or  utilization  patterns  provides 
the  state  with  both  an  important  rate  adjustment  variable  and  quality 
control. 

The  amount  of  education  an  individual  has  received  is  highly  corre- 
lated with  a  number  of  different  measures  of  health  (e.g.,  days  lost  as 

91 

work,  morbidity,  and  mortality) .        It  is  a  more  reliable  health  indicator 

92 

than  income,  occupation,  or  class.        Failure  to  match  the  educational 
level  of  the  HMO  and  f ee-f or-service  population  may  yield  utilization  and 
cost  differentials  which  are  not  due  to  differences  in  the  delivery  mode. 
Failure  to  even  consider  the  education  variable  assumes  that  the  poor 
share  a  common  or  uniform  educational  background  or  that  the  poor  are 
impervious  to  education. 

Failure  to  adjust  for  case-size,  length  of  eligibility,  prior  medical 
utilization,  or  education  permits  an  HMO  to  cream  skim,  i.e.,  to  enroll 
the  least  costly  members  of  the  Medicaid  population  and  to  skew  the  fee- 
f or-service  costs  upward.    However,  these  variables  are  not  normally 
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collected  or  retrieved  by  a  Medicaid  Management  Information  System  (MMIS) . 
Further,  the  means  for  computing  a  f ee-f or-service  limit  is  not  a  typical 
component  of  MMIS.*    Thus,  the  state  must  develop  its  own  system.  This 
is  a  major  undertaking.     It  is  expensive  to  develop  and  operate.     It  can 
consume  a  large  amount  of  computer  time.     And,  it  must  compete  with  other 
data  systems  needed  for  the  maintenance  of  major  programs  (e.g.,  for 
issuance  and  mailing  of  welfare  checks)  or  meeting  federal  reporting 
requirements.     With  the  exception  of  California,  the  participation  of 
Medicaid  eligibles  in  HMOs  is  relatively  small.     The  argument  for  devel- 
oping a  costly  system  to  cater  to  the  needs  of  a  relatively  small  propor- 
tion of  the  Medicaid  population  is  often  uncompelling .     The  states  have 
more  readily  opted  for  gross  estimates  which  err  in  favor  in  the  HMOs. 
They,  thereby,  minimize  internal  bureaucratic  and  administrative  diffi- 
culties, eliminate  the  need  for  creating  a  costly  data  system,  minimize 
the  resistance  encountered  from  the  HMOs  and  contribute  to  the  development 
of  what  the  states  perceive  as  a  proven  alternative.     In  the  process  they 
lose  control  of  the  HMO  portion  of  their  Medicaid  program.     However,  from 
the  perspective  of  the  entire  program  that  loss  is  perceived  as  minor. 

Outside  of  California,  the  limited  number  of  HMOs  and  Medicaid  en- 
rollees  has  acted  to  impede  development  of  the  necessary  managerial  tools . 
As  long  as  a  state  refrains  from  making  a  commitment  to  HMOs  and  restricts 
its  recipients'  enrollment  to  the  very  small  level  of  experimental  status, 

*This  would  include  disaggregation  by  costs  per  eligible  (not  by  only 
those  who  had  received  services)  and  by  data  of  service  (not  date  of  Medi- 
caid payment)  as  well  as  the  necessary  statistical  package  to  compute  the 
rate. 
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then  a  sophisticated  approach  for  establishing  HMO  capitation  rates  may 
be  viewed  an  unwarranted  expense.     On  the  other  hand,  a  commitment  to  HMOs, 
neighborhood  health  centers,  or  for  that  matter  any  alternative  system, 
requires  a  commitment  to  developing  the  requisite  data  systems.     If  the 
federal  government  wishes  the  states  to  experiment  with  alternative  mecha- 
nisms, it  must  provide  substantial  technical  assistance  and  monitoring 
support . 

4.     Reimbursement  Options 

a.     Fee-For-Service  Equivalents 

This  approach  entails  using  the  upper  limits  set  by  f ee-for-service 
equivalency  costs  as  the  capitation  rate.     If  HMOs  were  merely  an  alter- 
native technique  for  producing  the  same  product  as  f ee-for-service ,  an 
argument  can  be  made  that  f ee-for-service  equivalency  capitation  rates 
would  reward  HMOs  for  any  relative  efficiency  (i.e.,  the  difference  be- 
tween the  capitation  rate  and  the  HMO's  per  capita  costs)  —  the  greater 
the  rewards,  the  greater  the  attractiveness  of  the  HMO  organizational 
form.     As  more  and  more  providers  would  opt  to  join  HMOs,  the  remaining 
f ee-for-service  practitioners  would  be  forced  to  become  competitive  in 
order  to  protect  their  own  organizational  delivery  mode.     As  previously 
noted,  this  argument  becomes  somewhat  attenuated  if  the  HMO  product  is 
different  from  the  f ee-for-service  product. 

Fee-f or-service  equivalents  raise  an  additional  problem.  The  states 
generally  have  created  a  different  set  of  requirements  and  administrative 
costs  for  fee-f or-service  and  HMO  providers.  Fee-f or-service  is  required 
generally  to  submit  invoices  and  for  some  institutional  providers  perform 
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cost  audits.     HMOs,  on  the  other  hand,  must  market  their  plan  to  Medicaid 
recipients,  submit  utilization  reports,  establish  an  administrative  liaison 
layer  between  themselves  and  the  state's  bureaucratic  monitors  and  main- 
tain grievance  and  disenrollment  procedures.     These  costs  can  be  substan- 
tial.    In  addition,   the  start-up  costs  for  an  HMO  are  very  high  vis-a-vis 
f ee-f or-service .     Indeed,  there  is  no  reason  why  the  state  should  make  an 
a  priori  assumption  that  all  HMOs  will  be  less  expensive  than  fee-for- 
service.     Start-up  and  administrative  costs  for  new  HMOs  may  drive  up 
their  capitation  costs  well  beyond  the  f ee-f or-service  equivalents.  Insuf- 
ficient data  exists  comparing  start-up  or  administrative  costs  between 
HMOs  and  f ee-f or-service.     However,  we  would  suspect  that  the  age  of  the 
HMO  and  the  size  of  its  enrolled  population  are  inversely  related  to  the 
non-medical  per  capita  costs.     Ideally,  the  state  could  define  allowable 
non-medical  costs,  set  per  capita  limits  on  those  costs  (adjusted  for  the 
HMO's  age  and  enrollment),  and  reimburse  those  expenditures  on  a  cost 
basis.     Medical  costs  would  be  based  on  a  f ee-f or-service  equivalent  (with 
estimated  administrative  costs  deleted) .     The  f ee-f or-service  equivalents 
would  be  reduced  further  by  estimates  of  inefficiency  and  abuse  in  the 
f ee-f or-service  sector.     Unfortunately,  ideal  conditions  are  expensive 
conditions.     In  lieu  of  that,  the  state  might  use  the  f ee-f or-service 
equivalents  in  one  of  two  ways: 

(1)  Reimbursement  of  newly  formed  HMOs  on  a  cost  basis  established 
HMOs  on  a  percentage  of  the  f ee-f or-service  equivalents  and  intermediate 
HMOs  on  a  combined  approach  of  cost  and  f ee-f or-service  equivalents.  It 
should  be  stressed  that  if  this  approach  is  employed,  reliance  on  cost 
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reimbursement  should  be  kept  at  a  minimum.     Elimination  of  f ee-f or-service 

equivalents  and  sole  reliance  on  a  reasonable  cost-based  payment  mechanism 

is  theoretically  illogical  and  inconsistent  with  the  proposition  that  HMOs 

should  assume  an  underwriting  risk.     Commenting  on  the  cost  reimbursement 

approach  used  in  Medicare,  McNeil  and  Schlenker  note  that: 

The  problem  with  cost  reimbursement  is  not  that  it  is 
burdensome  for  an  HMO,  but  that  it  is  irrational,  given 
the  HMO's  incentives.     Cost  reimbursement  treats  an  HMO 
like  a  f ee-f or-service  provider,  bypassing  and  possibly 
disabling  the  HMO's  prepayment  incentive  for  efficiency 
. . .  this  denies  to  the  Medicare  program  the  efficiency 
advantage  of  HMOs  and  will  tend  to  subvert  HMO  effi- 
ciency incentives  or  even  encourage  cost  maximization. 
It  might  even  be  possible  for  an  HMO  to  use  its  "reason- 
able cost"  Medicare  reimbursement  to  subsidize  its  other 
non-medical  enrollees  and  thereby  gain  an  unfair  competi- 
tive advantage  over  f ee-f or-service  providers. 93 

(2)     Incentives  can  be  developed  which  directly  link  an  HMO's  cost 
per  capita  with  the  f ee-f or-service  equivalents.     For  example,  if  an  HMO's 
costs  were  90  percent  of  the  fee-f or-service ,  then  the  difference  (termed 
in  statutory  language  as  savings)  can  be  split  between  the  state  and  the 
HMOs.     There  are  several  problems  with  this  approach.     Since  federal  regu- 
lations prohibit  paying  HMOs  above  the  fee-f or-service  equivalents,  the 
only  party  to  benefit  from  this  risk  sharing  arrangement  is  the  state. 
Given  the  nature  of  the  f ee-for-service  limit  and  reasonable  cost  account- 
ing, it  will  always  benefit  the  HMO  to  approximate  that  limit  as  closely 
as  possible.     The  incentives  incorporated  in  a  reasonable  cost  reimburse- 
ment mechanism  will  apply  to  HMOs.     On  the  other  hand,  if  the  HMO  decides 
to  maximize  its  "savings,"  the  method  for  sharing  "savings"  must  be  care- 
fully designed.     In  Medicare,  HMOs  can  select  to  be  reimbursed  on  the 


basis  of  fee-f or-service  equivalents.     Per  capita  cost  differentials  of 
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up  to  the  first  20  percent  of  the  f ee-f or-service  equivalents  are  divided 

94 

equally  between  the  federal  government  and  the  HMO.        However,  any 
"savings"  in  excess  of  20  percent  of  Medicare's  f ee-f or-service  equiva- 
lents are  apportioned  entirely  to  the  federal  government.     In  essence, 
the  federal  government  is  instructing  HMOs  that  it  does  not  expect  HMOs 
to  operate  at  less  than  80  percent  of  f ee-f or-service .     The  reimbursement 
methodology  acknowledges  that  both  f ee-f or-service  and  HMOs  purchase  their 
inputs  from  the  same  marketplace,  that  there  are  unnecessary  services  pro- 
vided in  f ee-f or-services  and  that  "the  cost  savings  up  to  20  percent  are 
reasonably  safe  and  do  not  impair  essential  quality  but  that  federal  bene- 
ficiaries must  be  protected  by  eliminating  HMO's  incentives  to  skimp 
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beyond  that  point."        As  the  California  Medicaid  experience  has  shown, 
incentives  for  abusive  denial  of  care  exist  without  the  added  incentives 
of  benefits.     The  lure  of  the  HMO  superiority  assumption  often  neglects 
the  obvious;  all  cost  containment  efforts  are  not  beneficial, 
b.  Bids 

The  state  could  publicly  issue  its  intent  to  contract  with  an 
HMO  in  a  given  area,  specify  the  contractual  conditions,  and  invite  bids 
by  prospective  or  established  HMOs.     The  advantage  of  this  approach  is 
that  it  forces  competitive  bidders  to  estimate  costs  on  the  basis  of  their 
own  efficient  behavior  rather  than  estimates  of  f ee-f or-service  perfor- 
mance.    The  disadvantages  are  a  function  of  the  HMO  market.     New  or  pro- 
spective HMOs  not  only  lack  a  historical  cost  base  and  managerial  experi- 
ence, but  they  face  large  start-up  costs.     Bidding  could  prevent  them  from 
participating  in  the  program  or  could  cause  them  to  severely  underestimate 
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their  costs.     Established  HMOs  may  not  exist  in  the  area  or  may  not  be 
willing  to  enroll  Medicaid  patients.     It  may  be  that  competitive  bidding 
is  practical  only  in  locations  where  a  number  of  established  HMOs  would 
vie  for  a  Medicaid  contract.     For  example,  a  consolidation  of  Medicaid 
HMOs  in  Los  Angeles  County  would  allow  the  remaining  HMOs  to  increase 
their  membership,  increase  their  ability  to  take  advantage  of  whatever 
economics  of  scale  might  exist  and  permit  the  state  to  concentrate  its 
monitoring  efforts. 

c.  Negotiations 

The  negotiation  process  is  a  highly  idiosyncratic  approach  to 
rate  setting.     The  personalities  of  the  actors,  the  political  force  they 
wield,  the  empirical  and  analytical  support  they  develop  for  their  propo- 
sitions, all  of  these  factors  contribute  to  the  final  outcome.     The  leeway 
for  negotiations  is  constrained  somewhat  by  the  federal  government  require- 
ment that  there  be  an  actuarial  basis  for  rate  determination  and 
that  f ee-f or-service  equivalent  costs  serve  as  the  upper  limits.  The 
state  could  further  structure  negotiations  around  benefit  packages,  the 
location  of  clinics,  the  potential  patient  mix  and  whatever  special  needs 
might  be  perceived.     The  negotiation  process  need  not  be  random  nor  cap- 
tured under  the  power  of  one  or  two  personalities.     Its  primary  advantage 
and  disadvantage  lie  in  its  flexibility.     If  the  outcome  is  satisfactory, 
the  negotiation  process  is  viewed  as  a  sound  fiscal  tool  capable  of  re- 
sponding to  the  peculiarities  of  any  given  situation.     If  unsuccessful, 
the  individuals  involved  are  susceptible  to  charges  of  discrimination, 
corruption,  and  ineptitude. 
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E.  Conclusions 

Medicaid's  successful  use  of  HMOs  will  hinge  upon  each  state's  capac- 
ity to  devise  and  administer  a  comprehensive  regulatory  package.  Mecha- 
nisms for  monitoring  and  evaluating  marketing  practices,  utilization  of 
services,  grievances,  and  disenrollment  must  be  integrated  with  the 
reimbursement  procedures.     Given  the  undesirable  inclinations  of  unregu- 
lated Medicaid  HMOs,  these  mechanisms  should  be  developed  prior  to  a 
state's  contractual  involvement  with  this  alternative  form  of  delivery. 
HMO  arrangements  should  be  staggered  over  time  permitting  the  inevitable 
fine  (or  gross)   tuning  of  regulations.     In  those  states  using  HMOs  cur- 
rently,  there  seems  to  be  a  sober  reappraisal  of  the  program  and  the  means 
of  regulation.     However,  we  will  not  recommend  any  specific  regulatory 
solutions  because  none  has  been  developed  which  satisfactorily  addresses 
all  of  the  issues.     We  can  only  identify  problem  areas  and  suggest  a 
possible  means  for  resolving  those  difficulties. 

Finally,  it  must  be  stressed  that  HMOs  are  an  alternative,  not  the 
alternative.     A  variety  of  different  modes  of  delivery  are  available, 
including  Neighborhood  Health  Centers,  Area  Health  Education  Centers, 
and  the  National  Health  Service  Corps.     All  of  these  approaches  supply 
alternative  paradigms  and  suggest  alternative  approaches.     Public  policy 
should  be  concerned  with  seeking  out  that  delivery  mechanism  which  best 
meets  the  cost,  quality,  and  accessibility  objectives  of  the  Medicaid 
program  regardless  of  rhetoric  and  fashionable  acronyms. 
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NOTES  TO  CHAPTER  III 

1.  Based  on  figures  from  Table  3  in  Marjorie  Smith  Mueller  and 
Robert  M.  Gibson,  "National  Health  Expenditures,  Fiscal  Year  1975," 
Social  Security  Bulletin,  February  1975,  pp.  7-9. 

2.  Statement  by  SRS  Administrator,  41  Federal  Register,  27300, 
July  1,  1976. 

3.  The  consistency  of  administrative  interpretation  with  Congres- 
sional intent  is  suggested  by  the  Senate  Finance  Committee's  statement 
that  "rate(s)  could  be  determined  on  a  geographic  basis,  or  a  class 
basis  or  on  an  institution  by  institution  basis."    U.S.  Senate  Committee 
on  Finance,  "Report  of  the  Committee  on  Finance  to  Accompany  H.R.I,  to 
Amend  the  Social  Security  Act,  and  for  other  Purposes,"  September  26, 
1972,  p.  287. 

4.  Nursing  homes,  like  hospitals,  can  be  reimbursed  in  a  variety 
of  ways.     For  elaboration  with  respect  to  hospitals,  see  William  L. 
Dowling,  "Prospective  Reimbursement  of  Hospitals,"  Inquiry  11:163-180 
(September  1974).     Reimbursement  can  be  based  on:     (1)  the  number  of 
people  they  serve  and  stand  ready  to  serve,  should  the  need  arise 
(i.e.,  prepaying  a  "capitation"  fee  for  each  member  of  a  defined 
at-risk  population);   (2)  the  number  of  cases  for  which  they  provide 
care;   (3)  the  number  of  patient  days  of  care  they  provide ;  or  (4)  on 
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the  basis  of  their  total  budget.     Each  of  these  options  creates  particu- 
lar incentives  for  nursing  homes  which  affect  the  efficiency  and  opera- 
tion of  the  health  care  system  as  well  as  the  internal  productive 
efficiency  and  operation  of  the  nursing  homes  themselves.  Nonetheless, 
only  schemes  (3)  which  reimburse  on  the  basis  of  patient  days  will  be 
classified  and  analyzed  here.     Although  some  alternatives  have  merit, 
they  are  not  now  under  serious  consideration  for  nursing  homes. 

5.  For  example,  the  reimbursement  study  for  the  Michigan  Governor's 
Office  includes  as  an  "all  inclusive  flat  rate"  system  one  in  which  rates 
are  "prospective,  based  on  negotiation  with  individual  homes." 

6.  Dowling,  1974. 

7.  Dowling,  1974,  defines  prospective  reimbursement  as  a  method  of 
payment  in  which  "(1)  the  amount  or  rates  of  payment  are  established  in 
advance  for  some  operating  period,  and  (2)  hospitals  are  paid  those 
amounts  or  rates  regardless  of  the  costs  they  actually  incur." 

8.  Per  diem  reimbursements  could  be  derived  by  dividing  allowable 
costs  by  actual  occupancy  regardless  of  level.     If  that  were  done  facili- 
ties could  cover  costs  even  at  25  and  50  percent  occupancy.     They  would 
have  no  reason  to  be  judicious  in  planning  expansion  and  would  have  littl 
cause  to  shut  down  excess  capacity.     A  general  glut  of  beds  would  be 
likely.     Thus,  though  facility-related  reimbursements  unlinked  to  a 
minimum  occupancy  level  are  possible  and  have  been  discussed,  they  are 
unlikely.     They,  therefore,  are  neglected  from  subsequent  discussion 

in  this  paper. 

9.  In  view  of  evidence  and  allegations  that  seemingly  independent 
providers  actually  have  interlocking  ownership  and /or  management,  deter- 
mination of  market  share  must  be  based  on  the  number  of  genuinely  inde- 
pendent providers . 

10.  For  an  example  of  frequent  criticism  of  the  deficiencies  of  each 
approach,  see  Jack  Anderson's  column,  Washington  Post,  April  2,  1974. 

11.  This  conclusion  is  weakened  if  a  single  owner  controls  a  signifi 
cant  share  of  the  market. 

12.  Evidence  that  families,  social  workers,  physicians    and  others 
have  difficulty  finding  beds  for  Medicaid  patients  is  frequently  used  to 
criticize  facility- independent  reimbursement.     The  problem,  however,  is 
not  a  function  of  the  independence  of  reimbursement  from  facility  costs. 
Instead,  it  is  the  result  either  of  an  inadequate  level  of  payment  or  of 
non-reimbursement  restrictions  on  entry  —  zoning,  comprehension  health 
planning,  or  certificates  of  need.     A  rate  level  sufficient  to  eliminate 
shortages  must  take  into  account  the  costs  of  rising  quality  standards, 
a  normal  rate  of  return  on  capital  and  the  proximity  of  institutions  to 
family  and  neighborhoods  which  a  state  seeks  to  maintain.  Higher 
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reimbursements  and  lower  average  occupancy  rates  may  have  to  be  accepted 
as  a  state's  desire  to  maintain  close  proximity  increases. 

13.  Rents  are  returns  to  non-duplicable  inputs  which  would  be  sup- 
plied even  if  returns  were  lower  —  unique  management  skills,  unique 
plant  and  so  on.     A  facility  with  a  solid  but  efficient  plant  may  have 
low  accounted  costs  either  because  it  is  fully  depreciated  or  because 
the  basis  for  depreciation  is  a  price  from  a  lower  price  era.  Economic 
cost,  however,  includes  rent  and  will  reflect  the  real  value  of  the  plant 
in  production.     Consequently,  the  economic  cost  of  the  facility  will 

not  be  made  low  because  of  its  age.     It  can  be  and  often  is  argued  that 
providers  can  also  earn  excessive  profits  under  facility- independent 
reimbursements  by  skimping  on  quality.     This  problem  has  been  discussed 
above  under  "quality." 

14.  An  extreme  arithmetic  example  illustrates  this  point.     A  100 
patient  facility  with  daily  costs  of  $1,000  has  per  diem  costs  of  $10. 
If  all  patients  are  identical,  and  if  public  reimbursements  just  equal 
average  costs  on  the  50  public  patients,  then  payments  for  the  public 
patients  will  equal  $500  —  private-pay  patients  will  have  to  cover  the 
remaining  $500.     Suppose  now  that  the  15th  public-pay  patient,  instead 
of  costing  $10,  costs  $50.     Total  daily  facility  costs  will  then  be 
$1,040  and  average  per  diem  costs  will  be  $10.40.     Public  payments  for 
the  50  public  patients  will  then  be  $520.     Thus,  the  provision  of  care 

to  a  high  cost  public  patient,  even  with  facility-related  reimbursements, 
increases  the  costs  which  must  be  covered,  either  by  private  patients 
or  by  reduced  profits,  from  $500  to  $520  (=  1040-520)  —  even  though 
there  has  been  no  change  in  the  number  of  characteristics  of  private 
patients.     Similar  reasoning  is  presented  in  John  M.  Marshall,  John  S. 
Greenlees,  and  Donald  E.  Yett,  "Setting  Nursing  Home  Reimbursement  Rates 
Under  Medicare  and  Medicaid"  Paper  presented  at  a  Joint  Session  of  the 
American  Economic  Association  and  the  Health  Economics  Research 
Organization,  1974. 

15.  Even  under  a  uniform  rate,  facilities  would  feel  counter  pres- 
sure to  locate  near  demands  in  order  to  maintain  their  occupancy  rate. 
This  pressure  would  increase  the  more  aggregate  supply  exceeded  aggregate 
demand,  but,  in  any  case  does  not  negate  the  point  made  in  the  text. 

16.  See  for  example  the  New  York  State  reimbursement  arrangement,  the 
reimbursement  scheme  proposed  by  Hirsch  S.  Ruchlin  and  Samuel  Levey, 
"Nursing  Home  Cost  Analysis:     A  Case  Study,"  Inquiry  IX: 3,  September 
1972,  pp.  3-15  (1974),  or  the  system  proposed  by  the  Moreland  Act  Com- 
mission.    In  each  of  these,  either  the  reimbursement  level  or  a  facility- 
independent  rate  maximum  or  cost- incentive  target,  reflects  scale  in  the 
manner  described  here. 
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17.  The  rates  paid  to  facilities  can  be  made  to  vary  with  patient 
impairments  by  paying  a  different  rate  for  the  care  of  each  patient 
depending  on  the  level  of  his  impairments  during  the  period  for  which 
payment  is  made,  or  by  establishing  a  single  rate  for  the  individual 
facility  which  depends  on  the  mix  of  patients  residing  in  it  during  the 
relevant  period. 

18.  Two  studies  which  document  the  higher  costs  incurred  in  treating 
relatively  impaired  patients  are  Skinner  and  Yett  and  the  unpublished 
work  of  Kenneth  McCaffrey  and  others  at  the  Battelle  Memorial  Institute. 
Douglas  E.  Skinner  and  Donald  E.  Yett,   "Estimation  of  Cost  Functions  for 
Health  Services:     The  Nursing  Home  Case"  Paper  presented  at  the  40th 
Annual  Conference  of  the  Southern  Economic  Association,  November  12, 
1970. 

19.  This  charge  is  often  levelled  at  the  Illinois  point  system.  It 
may  or  may  not  be  a  legitimate  criticism  of  that  particular  facility- 
independent  system.     The  problem  is  not,  however,  inevitable  with  rate 
variation  based  on  impairment.     As  argued,  it  arises  only  if  rate  in- 
creases more  than  offset  the  higher  costs  associated  with  greater 
impairments . 

20.  This  discussion  is  based  on  correspondence  with  Gretchen 
Niedermayer  of  the  Pennsylvania  Nursing  Home  Ombudsmen  Project. 

21.  From  conversation  with  Illinois  officials  we  gather  that  the 
point  values  employed  by  that  state  have  no  rigorous  empirical  foundation. 

22.  Douglas  E.  Skinner  and  Donald  E.  Yett,  1970. 

23.  Unpublished  research  of  Kenneth  McCaffrey,  Battelle  Memorial 
Institute . 

24.  Facility  costs  can  (and  will  in  some  instances)  exceed  the 
maximum.     The  deficit  is  likely  to  be  financed  either  by  charitable 
contributions  or  by  the  surplus  earned  on  services  provided  to  private- 
pay  patients.     Avoidance  of  such  cross  subsidies  is  a  major  concern 
expressed  in,   for  example,  the  Medicare  reimbursement  regulations.  The 
issue  is  explored  in  considerable  theoretical  depth  by  Marshall,  Greenlees, 
and  Yett.     It  is,  however,  a  more  intractable  problem  (absent  direct 
control  of  private  rates)  then  many  discussions  acknowledge  because  of 
strong  incentives  for  providers  to  price  discriminate  between  classes 

of  buyers  with  very  different  demand  elasticities. 

25.  The  definition  and  identification  of  the  capital  components  of 
costs  poses  difficult  problems  that  are  beyond  this  paper's  scope.  They 
are,  however,  discussed  briefly  later  in  this  section. 


26.     Dowling,  1974. 
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27.  Dowling,  1974. 

28.  C1  normally  includes  a  profit  allowance  so  that  the  provider 
whose  "costs"  exactly  equal  the  target  actually  earns  some  profit. 

29.  It  is  assumed  in  this  discussion  that  the  target  T  is  facility- 
independent  . 

30.  Bauer  and  Clark  make  the  following  observations  concerning 
facility-related  prospective  hospital  reimbursement  in  New  York:  One 
problem  attendant  on  the  use  of  base  year  costs  recognized  by  all  partici- 
pants is  that  it  gives  hospitals  a  strong  incentive  to  spend  right  up  to 
the  maximum  allowable  prospective  rate  each  year.     If  they  cut  down  their 
complement  of  personnel  or  otherwise  effect  savings,  two  years  hence  the 
base  for  their  future  cost  projections  will  be  correspondingly  smaller. 
This  fear  of  reducing  their  base  is  said  to  overcompensate  for  any 
short-term  savings  a  hospital  might  make  by  spending  less  than  its 
allowed  reimbursement  during  any  one  year.     As  one  administrator  put 

it:     "If  you  control  costs  this  year  you  will  just  be  making  it  tighter 
for  yourself  next  year.     It's  best  to  spend  all  you  can  get  away  with  so 
your  base  for  the  future  will  be  as  large  as  possible." 

Katherine  G.  Bauer  and  Arva  R.  Clark,  "New  York:  The  Formula  Ap- 
proach to  Prospective  Reimbursement,"  mimeograph  paper  for  the  Harvard 
Center  for  Community  Health  and  Medical  Care,  Cambridge,  March  1974. 

31.  Ruchlin  and  Levey  propose  a  system  which  is  basically  similar 
to  the  incentive  arrangement  of  this  discussion  with  a  target  which  is 
varied.     They  propose  that  the  target  be  varied  with  several  of  the 
characteristics  covered  in  our  discussion  but,  contrary  to  our  conclu- 
sion, argue  in  favor  of  varying  the  target  rate  by  the  size  of  facilities. 

32.  Market  pressures  will  compel  the  provision  of  care  which  meets 
consumer  preferences  only  if  those  who  make  placements  can  exercise  choice 
in  selecting  a  facility.     If  there  is  a  general  shortage  of  beds  and  it 

is  a  struggle  merely  to  locate  an  open  bed,  then  it  is  evident  that 
quality  competition  will  be  muted  or  non-existent.     Occupancy  rates  thus 
affect  the  level  of  quality  competition.     They  in  turn  will  be  determined, 
given  demands  by  the  type  and  level  of  reimbursement,  by  direct  controls 
on  entry  and  bed  supply  (e.g.,  certificates  of  need  (CON)  and  zoning 
limitations),  and  by  the  level  and  enforcement  of  quality  standards. 
Finally,  quality  competition  will  be  importantly  affected  by  market 
structure  variables  —  most  notably  the  size  distribution  of  (genuinely) 
independently  operating  providers  in  a  market  area  and  the  conditions  of 
entry  into  the  industry. 

Because  of  the  potential  value  of  quality  competition,  direct  control 
of  entry  and  bed  supply  through  CON  may  be  disfunctional .     It  may  also  be 
unnecessary,  since  the  linkage  between  bed  stock  and  utilization,  which 
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justifies  regulation  of  hospital  bed  supply,  may  be  weak  for  nursing 
homes.     The  reasons  for  this  are  the  lesser  role  and  incentive  for 
physicians  to  encourage  utilization  and  less  flexibility  with  respect 
to  length  of  stay. 

NOTES  TO  CHAPTER  IV 

1.  The  term  HMO  is  attributed  to  Paul  Ellwood  in  his  draft  of  "The 
Health  Maintenance  Strategy,"  March  9,  1970;  Revised  June  25,  1970; 
Richard  M.  Nixon:     "Health  Message  from  the  President  of  the  United 
States  Relative  to  Building  a  National  Health  Strategy,"  February  18, 
1971,  House  of  Representatives,  92nd  Cong.,  1st  Sess.,  Doc.  No.  92-40. 

2.  Paul  Ellwood,  "Restructuring  the  Health  Delivery  System  —  Will 
the  Health  Maintenance  Strategy  Work"  in  Health  Maintenance  Organizations: 
A  Reconfiguration  of  the  Health  Services  System.     Proceedings  of  the 
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